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PREFACE 


The scope of the professional auditor’s practice is becoming better 
known and his capabilities are increasingly recognized. In recent 
years there have been enormous increases in the volume of trade. 
For these and other reasons, greater responsibilities rest at this time 
upon the professional auditor, than ever before. 

I have noticed a disposition on the part of some auditors to accept 
the advantages and evade the disadvantages which come with greater 
opportunities. Some auditors regard it as justifiable professional 
practice to examine accounts and avoid making any positive or 
affirmative statement that the accounts are correct or incorrect; they 
avoid the use of the word “audit” fearing it may involve them in 
a law suit; they cheerfully admit their inability to verify inventory 
quantities and values, as if it were a virtue to disregard the most 
important item in most balance-sheets; they indulge in time-con- 
suming corrections of trifling errors and other non-essential work 
and avoid the verification of details of importance. 

In my opinion professional auditors should assume responsibilities 
comparable with their opportunities. If business and financial trans- 
actions continue to increase in number and amount, the auditor’s 
part is to improve his technique and seek rather than evade oppor- 
tunities to certify that balance-sheets correctly set forth true finan- 
cial position and that income accounts are correct. 

In order to be of the greatest possible assistance to his clients, the 
professional auditor should have an opportunity to do much more 
than prepare and certify condensed balance-sheets. There is a 
greater field for usefulness in the detailed than in the balance-sheet 
audit. More constructive work can be done with respect to the 
income account than to the relatively few items of the balance-sheet. 

It is the aim of this book to discuss all proper methods of increas- 
ing the scope of the work which reasonably may be assigned to the 
professional auditor. I confess that I see few limits to his possi- 
bilities. Sir Henry Taylor in “Notes from Life” said: “And a 
right measure in getting, saving, spending, giving, taking, lending, 
borrowing, and bequeathing would almost argue a perfect man,” 
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The professional auditor alone deals with this entire category of 
activities, and in dealing with them why should he not aspire to 
an increasing measure of knowledge even though he may fall far 
short of perfection? Repeated attempts will make better men and 
more skilful practitioners out of those who strive to improve. 

The third edition of Auditing Theory and Practice published in 
1921 reflected many conditions growing out of the World War. 
Problems arising from the war even now are unsettled but most 
of those which remain to be solved are far afield from the realm of 
the accountant in his professional capacity. 

Fortunately in this volume I am six years further away from 
the effects of the war than was the case in 1921; therefore I have 
been able to disregard such questions as high tax rates and violent 
inventory fluctuations, both of which were live questions at that 
time. But in the settlement of other war problems the auditor need 
not hold aloof. The ramifications of war debts have been a great 
factor in his daily work. My personal opinion is that the debts of 
the allies are not finally settled. The attempts of so-called leading 
politicians and editorial writers to stifle discussion of the readjust- 
ment of the debts are silly and, like all attempts to dominate indi- 
vidual thought, will fail. However, this is a digression and does not 
affect auditing principles under what we call normal conditions, even 
though when dealing with industry and finance as a whole there 
does not seem to be any such thing as “normal conditions.” But, 
as an assumption, it gives us something to work upon. 

As business gets bigger and as financial problems grow more 
complicated, the professional auditor should become more and more 
useful to the community at large. There is need for clear thinking 
and accurate judgment. Accountants should have a passion for 
accuracy but the passion must be trained to keep pace with the world- 
wide conditions, We may not know what the word “relativity” 
means but in thinking about it we get a glimpse of what it may mean. 
Before the World War we had little familiarity with the word 
“billion.” Now it is a household word and causes no surprise in 
the remotest hamlet; yet in dealing with millions and billions meticu- 
lous accuracy as to hundreds becomes difficult and probably super- 
fluous. 

What we need is more comprehensive auditing. This sounds like 
a brave statement when the congestion which now exists during the 
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early part of the calendar year seems to call for less rather than 
more comprehensive work. It would seem that there is not enough 
time now for the proper verification of all important items. How 
can it be possible to do more rather than less detailed work than 
is now the case? The elements of pressure and congestion do not 
lend themselves to frequent changes in audit programs. The result 
is that the accumulated experience of many years, which should find 
expression in constructive suggestions, is not used by auditors to 
the fullest possible extent and there is a natural disposition to con- 
tinue old methods. In this book will be found many suggestions for 
doing more in some directions and less in others, although it would 
be quite out of the question to do all that this book suggests should 
be done, when audits must be started and finished within the first 
three months of the calendar year. But it is entirely possible to 
cover the irreducible necessities immediately after the end of the 
fiscal period of each concern and defer to subsequent months matters 
which, in some respects, are of more importance than the balance- 
sheet items. Early publication of net results is highly desirable but 
I believe that the most valuable service which professional auditors 
can render is in reports which are not for general publication. 
Generally it is difficult for an auditor to arrange to do more than 
a small part of an audit in advance of the date of the balance-sheet, 
but it may be feasible for him to state, in the report which accom- 
panies the certified balance-sheet, that he proposes to supplement 
his report by an investigation of certain items and the examination 
of certain methods about which no irregularities or insufficiencies 
are known but with respect to which he feels that he may be able 
to make helpful suggestions. This is a service which can be ren- 
dered between April and December. The success or failure of the 
innovation depends on what the auditor can deliver in the way of 
money-saving or money-making suggestions. An unskilful auditor 
may not be able to make a valuable suggestion in each audit but 
an experienced and skilful auditor should be able to make at least 
one. It is difficult to make constructive suggestions when working 
day and night on a balance-sheet audit, but in the leisure which 
follows, the auditor does not labor under the same handicaps. There 
is a corresponding demand for professional advice and service which 
cannot be rendered except by a comprehensive examination of the 
income account, the cost system and other phases of business life. 
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If the auditor can so divide his service as to deliver routine and 
necessary reports within the prescribed time and constructive and 
desirable reports at a later time, he will help his clients as well as 
himself. 

I wish to express my appreciation of the many criticisms and 
helpful suggestions made by my partners, William M. Lybrand, 
GaP AS Walter’ A--Staub;: G P: Al, Homer N. Sweet. C)) Pans 
and by members of my firm’s staff. Naturally some of my comments 
represent personal views which are not shared by all the partners; 
the responsibility for the book is mine and is not shared by the firm. 
It is, however, true that when I refer to “good accounting practice,” 
I adopt or discuss the practice of all reputable firms whose published 
balance-sheets, certificates and reports have been available. 

Necessarily much of my work was done at irregular intervals, 
which meant that my notes required careful revision and arrange- 
ment. This work was done for me by William Diebold, Esq., 
CePrAs, Pauli Bacas;) CrP. Aivand Normans Burtons Gy bane 
and I take this opportunity to express my appreciation of their able 
and conscientious work. 

During the six years since the third edition was issued, I have 
received a great many criticisms and suggestions from readers and 
students. In most instances, I have responded promptly; in others, 
absence from the country has prevented answers. In all cases, how- 
ever, I greatly appreciate comments and suggestions. I am par- 
ticularly glad to be told wherein I am wrong. 


Rosert H. MontcomMEery 
385 Madison Ave., New York 
September 8, 1927. 
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The purpose of this book is to set forth the principles underlying 
the practice of auditing and to outline the work which must be done 
in whole or in part in any audit. These principles, which are the 
fundamentals of sound business and finance, and the discussions, 
particularly of disputed questions, which are necessary to bring out 
the truth and to settle the standards of good accounting practice 
are of interest to those who do not, as well as to those who do, 
expect to engage in the actual work of an audit. 


Definition of auditing.—Auditing is a systematic examination 
of the books and records of a business or other organization, in 
order to ascertain or verify, and to report upon, the facts regarding 
its financial operations and the results thereof. 


DISTINCTION BETWEEN “AupbIT”’ AND “EXAMINATION.”’—The 
word “audit” has been in use for hundreds of years in relation to 
accounts and in its generally accepted use means a verification made 
in greater or less detail. The term “detailed audit,” except in the 
case of small concerns, usually means that much of the verification 
is made by tests rather than by an examination of every transaction. 

The word “examination” with reference to accounts has no such 
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generally accepted meaning, and the word is so broad in its signifi- 
cance that it may mean much or nothing. 

A committee of the American Institute of Accountants has under 
consideration a report which draws this distinction between the two 
words: 

In the case of an unqualified certificate, “the word ‘audited’ as 
applied to financial statements covering a period of time, meant that 
the auditor had verified all the transactions appearing in the accounts 
with supporting vouchers and inasmuch as it was manifestly impos- 
sible for an auditor to vouch all the transactions in the accounts 
of a large enterprise many accountants have, therefore, leaned to 
the use of the word ‘examined’ rather than ‘audited’ since the word 
‘examined’ implies that the transactions represented in the accounts 
had been verified by tests rather than by complete check of all 
vouchers and other supporting data.” 

The author does not accept the foregoing explanation as repre- 
sentative of good accounting practice. The change from a descriptive 
word in general use to one much broader in meaning but without 
technical precedent is not a proper way to clear up ambiguities. It 
is quite proper for an auditor to report that he “has made an exami- 
nation” provided he goes on to describe the work which has been 
done. It is good practice to say “we have examined the accounts” 
or records, etc., if followed by a certification which includes an 
intelligible description of the work done. 

It is customary for an auditor to state in a general way in reports 
and certificates that he has made an “examination,” even though the 
work which has been done is of a special character, as in the case 
of many investigations, determinations of damages for infringement 
of patents, etc. The use of the word examination calls by implication 
for a further explanation of the work done. 


Classification of audits.—The scope of an audit may be un- 
limited but, as a matter of fact, is usually very much limited, by the 
nature of the information required, or by the date when the auditor’s 
report must be in the hands of the client, or by other considerations. 
The desirability of determining the scope of an auditor’s engage- 


ment, usually in advance, suggests the following classification of 
audits : 
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- Balance-sheet audits 
Detailed audits 
Cash audits 
Cost audits 
Investigations 


The foregoing classification of audits is not entirely satisfactory, 
but it serves the purpose and is to be preferred to a meticulous classi- 
fication which limits the auditor’s scope without decreasing his re- 
sponsibility. In Chapter 4, page 60 et seq., will be found a descrip- 
tion of the usual work incident to the foregoing classification. : 

It is desirable, however, to consider suggestions which have been 
made for descriptive titles for the different types of audits. 


CoMPLETE AuDIT.—It has been suggested that the term “com- 
plete audit” is clearer than “detailed audit.” It may be, but the latter 
is a landmark, and the difference is not sufficient to justify a change. 
In either case it cannot be expected that the full scope of an engage- 
ment will ever be comprehended in a word or two. Professional 
work cannot be circumscribed in that way. The word “complete” is 
so final and inclusive that it would ascribe to auditors more than 
they can perform. Nevertheless the term is sometimes used. Surety 
companies bonding the employees of stock-brokers have a special 
rider attached to the fidelity bonds covering trading losses. Item 3 
of this rider reads in part: 

The insured shall have a complete audit by a public accountant, of its 
books and accounts and verification of the cash and securities shown by 
the books to be on hand. . . . The accountant to be instructed, as part of 
the audit, to send to each and every customer a statement of his account, 
with the request that the customer verify the amount, and advise whether 
correct or incorrect. ... 

It further provides that, if no reply is received within a reason- 
able time, the auditor shall send another statement by registered 
mail and procure registry receipt. The auditor is then supposed to 
issue a certificate to the surety company stating that the prescribed 
audit has been made. 


GENERAL AUDIT.—The term “general audit” does not convey the 
impression of completeness or comprehensiveness. Its meaning is 
too indefinite to convey any impression. An auditor should be pre- 
cise when he can be. 
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The responsibility of the auditor depends largely on the scope of 
the engagement. It is important, therefore, that those for whom 
audits are made should understand the measure of verification which 
the object of an audit is supposed to involve. In fact, the object must 
always be kept in view. It has been said that an auditor’s mind 
cannot be standardized, which means that a fixed program is impos- 
sible in professional work. The mere fact that a balance-sheet audit 
has been started does not mean that the auditor is bound in every 
instance to continue in one groove. His sole duty is to maintain 
the highest ideals of his profession. Happily, this permits him, in 
nearly all cases, to serve his client to the full degree; so there is no 
conflict. But the auditor must remember that the wishes of the client 
and the necessity for actions and words which may arouse enmity 
are sometimes difficult to reconcile. Interference with the extent 
of the auditor’s work may compel him to revise a program which 
was based on his original understanding of the objective. 

The object usually remains constant; the means of attaining it 
change according to circumstances. The sagacious professional 
auditor never guarantees in advance how his mind will work. 


Co-operation with bankers and credit managers.—The auditor, 
in order to accomplish most effectively the purpose of an audit and 
to serve his client to the full extent, should co-operate with those 
who have a direct interest in the results. This cannot be done 
without the consent of the client, but as bankers and credit managers 
frequently are directly responsible for the work being done and in 
any event must see the final results, there is much to be said in favor 
of formal permission from the client to the auditor to talk freely 
with interested credit grantors. 


CLASS OF AUDITS DESIRED BY CREDIT GRANTORS.—Naturally, credit 
grantors want as much information as they can get. The existing 
type of balance-sheet for all purposes and the restricted balance- 
sheet audit do not appeal to them. What they desire is found in 
the report of the Robert Morris Associates Committee on Co-opera- 
tion with Public Accountants, which says, in part: 


Our efforts should be directed toward prevailing upon our customers 
to submit to a general or detailed audit and under any circumstances we 
should not permit the submission of a statement which does not make a 
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satisfactory presentation of the various items. There is hardly anything 
in connection with the analysis of a certified statement that would be of 
more assistance to us than to prevail upon our customer to give the 
accountant permission to talk to us freely. This sounds as though it 
might be difficult to accomplish but actual experience does not bear this 
out. 


Qualifications of the auditor—lIt is axiomatic that a thorough 
knowledge of the theory of accounts is the first requisite of an audi- 
tor’s equipment, for an ideal audit cannot be made without a full 
perspective of the science of accounts. To have a working knowl- 
edge of the details of practical accounting is not enough. The auditor 
must be able in addition to visualize, as it were, the records of busi- 
ness transactions. 


ANALYTICAL ABILITY.—The auditor who best accomplishes his 
task is he who is able to put himself in the place of those for whom 
his final report with its schedules and analyses is intended. To pre- 
sent correct accounts is not enough, because correct accounts may not 
be clear to those who will receive them. 

He must be able to grasp the facts behind the records and to sort 
and arrange them in such a manner that upon the completion of his 
examination he can present his conclusions, or correct statements of 
the facts as he has found and interpreted them, in a way that will 
be intelligible to his client or to those for whom the report is designed. 


CONSTRUCTIVE ABILITY.—Auditing is the analytical, as practical 
accounting is the constructive, branch of accountancy ; but the modern 
auditor is more than an analyst. The logical development of his 
profession and the increased appreciation of the value of his work 
have added to his former duties certain constructive functions which 
must be fulfilled in many engagements. 

Informative balance-sheets and income statements are themselves 
evidence of an auditor’s constructive ability, but he is frequently able 
to employ his ability more usefully by pointing out remedies to 
overcome weak or unhealthy conditions disclosed through his analysis 
of the records of the concern under audit. His abilities should be 
shown in constructive organization as well as in reorganizations. 
The progress of industrial and financial activities is reflected in the 
accounts. Their interpretation to executives and others so as to 
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increase profits and prevent losses must be made by someone with 
accounting ability. Constructive ability requires imagination, which 
unfortunately does not always go with the power of analysis. But 
the successful auditor must have both. 

The fact that an auditor refrains from speaking in public or from 
writing on matters of interest to the profession does not necessarily 
reflect unfavorably on his ability, but it has been found that those 
who devote part of their time to writing and to aiding in the labors 
of professional bodies benefit themselves perhaps even more than 
they help others. A measure of responsibility lies at the door of an 
auditor to see to it that a body of literature creditable to his profes- 
sion is created, and he should help by offering his own contributions. 


ABILITY TO EXPLAIN FACTS.—The average business man has not 
been trained to read facts and figures from continuous printed pages. 
The trial balance of a ledger means little to him. This applies to 
the usual monthly balance as well as to the ene made after closing the 
books. 

A balance-sheet in conventional form is, perhaps, as concise and 
satisfactory an exhibit as could be desired for the person who under- 
stands such statements, but if the man who is entitled to know all 
the facts contained in the balance-sheet does not comprehend this 
method of presentation, is it not the auditor’s duty to supplement 
the balance-sheet with adequate explanations of its contents and of 
the facts and conditions which are reflected in it? It follows, then, 
that the successful auditor must be able to present his client with an 
intelligent and interesting report on results and condition of the 
business, as well as to prepare correct schedules in conventional form. 

The proprietor knows intuitively all the possible functions of his 
business. The auditor may not know them intuitively, but he must 
ascertain why the proprietor looks at the business as he does; other- 
wise there will be no meeting of the minds of the auditor and of his 
client. Without a complete understanding of each other’s point 
of view, ideal professional relations can never be maintained. 


TRAINING AND EXPERIENCE.—The work of the auditor engaged 
in public practice is professional work. A profession has been defined 
as a calling which demands of its members a high order of intellectual 
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attainment which can be acquired only by long and arduous prelimi- 
nary training. 

Because of the many ramifications of business affairs that are 
likely to come under the auditor’s investigation, it is desirable that 
he have a broad preliminary education, designed to develop culture, 
as well as to give him a solid foundation upon which to build his 
technical or professional training. Mathematics, economics and 
English are especially important. Too much emphasis cannot be 
placed upon the value to the auditor of a thorough training in the 
spoken and written use of the language by which he must convey 
his thoughts; for, no matter how thoroughly he may do his work 
as an auditor, if he cannot adequately report both orally and in 
writing the results of his efforts, his opportunity for success is 
restricted. 

Obviously, the student of auditing must be trained in accounting 
theory, but if, in addition, he has been able to acquire some practical 
experience in commercial bookkeeping or factory accounting before 
taking up the study of auditing, he is likely to have a keener appre- 
ciation of its principles than he would have otherwise. Such expe- 
rience is particularly desirable before he engages in practical auditing 
work, } 

A knowledge of the fundamentals of business law is an essential 
part of the auditor’s equipment. 

Familiarity with the theory of accounts alone will not qualify one 
as a public accountant. That knowledge should be supplemented by 
actual practice under the direction of an experienced auditor, before 
one should hold himself out to the public as capable of undertaking 
an auditing engagement. 

The auditor is not supposed to make mistakes in adding, multiply- 
ing, etc. His experience should have trained him to do all that a 
good bookkeeper can do—and much more. The public believes that 
the accountant’s mind functions precisely, and it is important not to 
convey the impression of carelessness or lack of skill in fundamentals. 
In other words, practical accounting technique must be good. 

The auditor must be able to penetrate the surface of the accounts 
submitted to him and translate obscure statements into clear reports 
regarding business trends and conditions. Necessarily, experience 
is a prerequisite; natural intelligence or shrewdness cannot take the 
place of technical skill. 
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The auditor who expects to audit the accounts of manufacturers 
must have some knowledge of cost accounts or have available as a 
consultant an experienced cost accountant. 

The man who expects to make a success as a public accountant 
must cultivate what has been termed “professional bearing.” The 
expression, “professional bearing,” is an inclusive term comprising 
such matters as neat and unobtrusive wearing apparel and dignified 
demeanor. It means courtesy in dealing with everyone, but exces- 
sive familiarity with none. It also includes the exercise of the great- 
est discretion in remarks made about the affairs of clients and the 
assumption of an impartial unbiased attitude until all the facts in a 
situation are known. 


Distinction between “Public Accountant” and “Auditor.”— 
The work of the public accountant embraces many activities, including 
installation of accounting and cost systems, preparation of budgets 
and tax returns and other highly important and constructive work. 
That part of the public accountant’s work which has to do with the 
analytical and critical examination of books of account is called 
auditing. When engaged in that capacity the public accountant is 
known as a professional auditor. 

An auditor is occasionally called upon to write up his client’s 
books—in other words, to perform the work of a bookkeeper. 
Although that is not auditing, it is sometimes hard to find the line 
of distinction; and when statements are prepared and certified by an 
auditor from records which he himself has written up, it is ordinarily 
assumed that he has in fact audited the transactions which he has 
recorded on the client’s books. 


LEGAL DEFINITION OF TERM “PuBLIC ACCOUNTANT.” —The trend 
toward restrictive legislation makes necessary definition of 


1. Who are entitled to the rights conferred by restrictive laws, 
and who are excluded. 

2. What classes of work or activities are included within the 
restrictions. 


The author does not propose to discuss in this book the merits or 
weaknesses of restrictive legislation, but to illustrate one type of re- 
strictive legislation the following extracts from the Illinois Account- 
ancy Law, approved July 7, 1927, are quoted: 
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... A public accountant is one who serves or offers to serve the 
public generally in: 

(1) Performing audits or preparing financial statements for munici- 
pal corporations, public utilities, banks, building and loan associations, 
trust estates (except when employed by the cestui que trust), insurance 
companies and charitable organizations which receive and dispense funds 
donated by the public. 


(2) Preparing or vouching for the accuracy of financial statements 
of any business, knowing that such. statements are to be used, (a) For 
the information of stockholders or inactive or silent partners in such busi- 
ness, (b) As an inducement to any person to invest in or extend credit to 
such business, or (c) For filing in the office of the Secretary of State 
under the provisions of “The Illinois Securities Law.” 


It will be noted that both the usual and special work of the 
professional auditor are included in the restrictions. 


STATUTORY REQUIREMENTS.—AIl the states, Alaska, Hawaii, the 
Philippines and the District of Columbia have laws which confer the 
title of Certified Public Accountant upon persons who are more or 
less qualified. It is incorrect to say that all states have laws which 
govern the practice of accountancy since it is possible to practice 
public accounting in most states without the title. In the course of 
time, however, legislation may be enacted restricting public practice 
to certificate holders. The work incident to examination for certifi- 
cation is always helpful. Every one who enters public practice 
should obtain a certificate. 


Legal responsibility of auditors.——In every profession there 
are some incompetent men and also a certain number, fortunately a 
limited number, of untrustworthy men. The process of weeding out 
such members of a profession is difficult but it is necessary if the 
professional standard is to be maintained or improved. In the 
author’s opinion, one way to eliminate such men from practice would 
be to make them fully appreciate the civil responsibilities of a pro- 
fessional accountant. An incompetent man would hesitate to under- 
take important engagements if he were aware that failure to do the 
work properly might involve him in serious loss. The untrustworthy 
man is not apt to be deterred from any undertaking except by fear 
of punishment, and it is essential, therefore, that he also should 
understand well that he is not free from civil responsibility; but 
until the American courts lay down specific rules regarding the 
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duties and obligations of public accountants, it is to be feared that 
the spectre of legal responsibility will not act as a deterring factor 
in the case of either incompetent or untrustworthy men. For the 
sake of the profession, therefore, it is desirable that such duties and 
obligations should be given a legal definition or decision, as it would 
result in the raising of the professional standard by the elimination 
or restraint of those who do faulty or fraudulent work. Such work 
on the part of a few undesirable men is apt to be given such notoriety 
that it far offsets the good work of ten times their number. 


TREND OF LEGAL DECISIONS.—There are numerous English and 
a few American decisions dealing with the rights and liabilities of 
professional auditors. In view, however, of the total number of 
accountants in practice and the period which the decisions cover, the 
number of these decisions does not seem appalling. While the fact 
that we have only a few reported decisions speaks well for the 
integrity and good judgment of our accountants, it is believed that 
there have been other occasions when litigation would have been 
invoked had it not been known that judgments involving money dam- 
ages would have been worthless so far as the possibility of collection 
was concerned. 

The common and statutory laws and the decisions of the courts 
of Great Britain prescribe the precise nature of the liabilities which 
an auditor may conceivably incur while in the exercise of the multi- 
farious duties incident to his profession. 

In all litigation of importance occurring here and involving that 
question, the courts of America have looked to the English cases 
as affording, if not binding precedents, at least valuable guides to the 
considerations and principles of law applicable in such cases. 

The cases decided uphold the principle of law that anyone who 
holds himself out to be skilled in any trade or profession, and who 
is negligent in the performance of what he undertakes, becomes re- 
sponsible in damages for such failure. This civil responsibility is 
settled and cannot be debated, but it should not be passed over lightly 
and should be emphasized on all occasions. The measure of legal 
responsibility, however, is much too low for a conscientious account- 
ant. The law requires of him only the skill of an ordinary skilful 
accountant ; the law gives him the privilege of assuming the accuracy 
of many things unless he has definite suspicions to the contrary ; and 
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the law never requires one to measure up to the standard of the most 
skilful in the same profession or trade. In this respect accountants 
are to be congratulated, for it is common knowledge that the majority 
of professional accountants in the United States seek to do more 
for their clients than the law requires, and every year witnesses a 
more general desire to improve the quality of services rendered. 

It is earnestly hoped that further progress will be made in this 
direction. Since the wish for high standards is general, let each 
individual accountant do his part toward maintaining them. 


SUMMARY OF DECISIONS.—Based upon the English and Ameri- 
can decisions and upon the principles of the common law in force 
in the United States, the professional auditor’s legal duties and liabili- 
ties may be summarized as follows: 


1. Anyone who holds himself out as skilled in a profession is 
charged with a higher degree of responsibility than one who is in- 
experienced and does not seek professional work. Acting in a pro- 
fessional capacity, an auditor must do more than ascertain the mere 
arithmetical accuracy of the accounts. If the accounts do not repre- 
sent the true financial position of the undertaking under examination, 
and if that fact is apparent or can reasonably be deduced from the 
face of the accounts themselves, then the auditor is under a legal 
obligation to discover and disclose the true state of affairs. 

2. The auditor, however, is not an insurer unless he assumes 
such a position. If he uses reasonable care—the care of an ordi- 
narily skilful auditor, in the circumstances of the case—no legal 
responsibility is incurred by him. 

3. Reasonable care has been stated by the courts to depend upon 
the circumstances of each case. Where there is no apparent ground 
for suspicion of fraud, it is not necessary to take as many precautions 
as are requisite where the auditor is led to believe that irregularities 
exist. 

4. When limitations have been imposed by the client, the auditor 
cannot be held solely responsible for losses arising from the fraudu- 
lent transactions of a trusted employee.t 

5. What is known as a “test and scrutiny” audit is always suff- 


1Craig v. Anyon, 208 N. Y. S. 250, citing at length In re Kingston Cot- 
ton Mills Co. No. 2, 1896, 2 Ch. Div. 279. 
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cient, but in every case there must be a careful survey of the assets, 
liabilities, income and expenses, in order that the auditor may satisfy 
himself that the assets and the income are accounted for and that the 
liabilities and expenses are properly supported. The auditor need 
not verify every item, but he must not omit any part of an audit 
which the custom of the profession decrees should be covered. 

6. The experience of other practitioners and access to recognized 
authorities on the subject being available, a defense of ignorance of 
what is required in an audit will not save an auditor from responsi- 
bility for failure to follow settled rules of practice. 

7. The general rule of the common law, that all men are con- 
sidered honest until proven dishonest, may be observed by an auditor 
with respect to the staff of the client; but he is charged with an 
exceptional degree of diligence in recognizing indications of dis- 
honesty on the part of those who occupy responsible positions. 

8. An auditor’s relation to his client is in the highest degree con- 
fidential, and he has no legal right to communicate with third parties 
(debtors or creditors) unless he secures permission to do so. If 
his position as auditor becomes incompatible with honesty, he may 
withdraw at any time, but he is not at liberty to disclose to outsiders 
the cause of his withdrawal. 4 

An auditor found among the accounts receivable of a client a debt 
due by another client who was not financially responsible, but the 
debtor’s condition was not generally known. The auditor could not 
disclose confidential information, nor could he certify to the accounts 
receivable. His only course was to resign. It is inevitable in profes- 
sional work that circumstances will arise wherein the practitioner 
must elect which of two or more clients he will serve. Unfortu- 
nately, he is forced sometimes to stick to the less desirable one. 

g. In communicating with his client, however, the auditor is 
bound to disclose information (other than information which has 
been received in confidence), of whatever nature it may be, which is 
of value to the client, and any suppression of material facts is at his 
own risk. 

10. In the event of loss through an auditor’s negligence, the client 
may recover damages against him. The measure of damages is the 
amount which the client or other interested party has lost as a legal 
consequence of the auditor’s failure to perform his duty properly. 
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AMERICAN DECISIoNs.—In one American decision,? in which a 
municipality endeavored to recover from public accountants the 
amount of its loss through a defalcation which was not disclosed by 
their audit of the accounts, the court’s opinion, in part, reads as 
follows: 


Defendants represented themselves as expert accountants, which im- 
plied that they were skilled in that class of work. In accepting employ- 
ment as expert accountants, they undertook, and the plaintiff had the right 
to expect, that in the performance of their duties they would exercise the 
average ability and skill of those engaged in that branch of skilled labor. 
They were employed to ascertain, among other things, whether any irreg- 
ularities had occurred in the financial transactions of the city clerk, and, 
if so, the nature and extent of such irregularities. If, from want of 
proper skill, or from negligence, they did not disclose the true situation, 
they failed to perform the duty which they had assumed, and failed to 
earn the compensation which plaintiff had agreed to pay them for the 
proper performance of such duty. The work of an expert accountant is 
of such technical character and requires such peculiar skill that the ordi- 
nary person cannot be expected to know whether he performs his duties 
properly or otherwise, but must rely upon his report as to the thorough- 
ness and accuracy of his work. . . . The City is entitled to recover back 
the amounts paid, upon proving that, through the incompetence or the 
negligence of defendants, the report was in substance misleading and 
false. . . . The datnages claimed on account of the losses resulting from 
the defalcations of the clerk and the insolvency of his surety are too 
remote to be recovered, without showing the existence of special circum- 
stances, known to defendants, from which they ought to have known that 
such losses were likely to result from a failure to disclose the true condi- 
tion of affairs. 


In another case ® the auditor did not verify the cash and agency 
accounts, resulting in failure to discover losses due to the embezzle- 
ments and defalcations of a cashier. In sustaining a counterclaim 
for damages against the accountant the court quoted from Cooley’s 
“The Law of Torts,” * as follows: 


Every man who offers his services to another and is employed, as- 
sumes the duty to exercise in the employment such skill as he possesses 
with reasonable care and diligence. In all those employments where pe- 
culiar skill is requisite, if one offers his services, he is understood as hold- 


2 East Grand Forks v. Steele, 121 Minn. 296; 45 L. R. A. (N. S.) 205; 141 
N. W. 181; Ann. Cas. 1914 C, 720. ; 
8 Smith v. London Assurance Corporation, 109 App. Div. 882; 96 N. Y. 


S. 820. Ne 
“Second edition, page 277; (Third edition, page 1380). 
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ing himself out to the public as possessing the degree of skill commonly 
possessed by others in the same employment, and if his pretensions are 
unfounded, he commits a species of fraud upon every man who employs 
him in reliance on his public profession. But no man, whether skilled or 
unskilled, undertakes that the task he assumes shall be performed success- 
fully, and without fault or error. He undertakes for good faith and 
integrity, but not for infallibility.... 


and said, “Had an examination and checking of the New York 
office cash account, performed with that degree of skill demanded 
by the rule which has been noticed, resulted in preventing defendant’s 
loss, in whole or in part, the plaintiff (the accountant) should respond 
in damages.” 


In Craig v. Anyon,® decided February 20, 1925, the auditor dur- 
ing the years 1913 to 1917, inclusive, had audited the books of a 
brokerage firm, of which Craig was a member. An audit was made 
and a report submitted every three months. The accounting firm was 
paid $2,000 for its services. By reason of extraordinary confidence 
placed in one of its employees by the brokerage firm, he had been 
able to defraud his firm of $1,177,805. His falsifications of the 
books were not disclosed by any of the audits, but came to light 
through the confession of the guilty party, as the result of an investi- 
gation conducted by his employers. In an action for damages against 
the auditors it was held: 

(1) That the accountants were guilty of negligence, and that 
the brokerage firm might recover from them the sum of $2,000, the 
amount paid as compensation ; 

(2) That the defalcations of the employee of the brokerage firm 
were criminal acts, which were not the proximate result of the 
negligence of the accountants, and that the loss sustained by reason 
of those acts resulted from the negligence of the brokerage firm in 
failing properly to supervise the acts of their employee, to detect his 
wrongdoing and to learn the true condition of their own business. 
The court said further that the brokers “should not have relied ex- 
clusively on the accountants.” 

In its decision the court followed established precedent in hold- 
ing that the action against the accountants was one for breach of 
contract; that “they agreed to use such skill in the performance of 
their agreement as reasonably prudent, skilful accountants would use 
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under the circumstances ;” and that they did not undertake, with 
absolute certainty, to discover any dishonesty and every mistake 
that existed in the books or to protect the client against such things. 
The decision was affirmed by the New York Court of Appeals 
without opinion (242 N. Y. 569, April 6, 1926). . 

Despite the unqualified approval of the reasoning of the majority 
cpinion of the lower court, it may be well to note a statement in the 
dissenting opinion. Presiding Justice Clarke, dissenting, said: “The 
contract of audit was not one merely to discover if inadvertent cleri- 
cal errors had been made in the bookkeeping, but was one of pro- 
tection of the plaintiff's firm from their own failure to find any 
crror in their books of account.” If this view should be adopted by 
the courts, auditors would be held as insurers of the correctness of 
the accounts of their clients. 


Professional ethics.—Serious consideration was given many 
years ago by the American Institute of Accountants to the advisabil- 
ity of adopting definite rules as a guide to the practicing accountant 
and as notice to the business world that the professional accountant, 
like the lawyer and doctor, adheres to rules of professional ethics. 
With this end in view, the Council of the American Institute ap- 
proved the following rules: 


Rutes oF AmeErRiIcAN InstituTE.—Rules of professional con- 
duct, including amendments prepared by the committee on profes- 
sional ethics and approved by the council prior to September 20, 


1920: 


(1) A firm or partnership, all the individual members of which are 
members of the Institute (or in part members and in part associates, pro- 
vided all the members of the firm are either members or associates), may 
describe itself as “Members of the American Institute of Accountants,” 
but a firm or partnership, all the individual members of which are not 
members of the Institute (or in part members and in part associates), or 
an individual practising under a style denoting a partnership when in fact 
there be no partner or partners or a corporation or an individual or indi- 
viduals practising under a style denoting a corporate organization shall 
not use the designation “Members (or Associates) of the American 
Institute of Accountants.” 

(2) The preparation and certification of exhibits, statements, sched- 
ules or other forms of accountancy work, containing an essential mis- 
statement of fact or omission therefrom of such a fact as would amount 
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to an essential misstatement or a failure to put prospective investors on 
notice in respect of an essential or material fact not specifically shown in 
the balance-sheet itself shall be, ipso facto, cause for expulsion or for 
such other discipline as the council may impose upon proper presentation 
of proof that such misstatement was either wilful or the result of such 
gross negligence as to be inexcusable. 1 ee 

(3) No member or associate shall allow any person to practise in his 
name as a public accountant who is not a member or an associate of the 
Institute or in partnership with him or in his employ on a salary. 

(4) No member or associate shall directly or indirectly allow or agree 
to allow a commission, brokerage or other participation by the laity in the 
fees or profits of his professional work; nor shall he accept directly or 
indirectly from the laity any commission, brokerage or other participation 
for professional or commercial business turned over to others as an inci- 
dent of his services to clients. 

(5) No member or associate shall engage in any business or occupa- 
tion conjointly with that of a public accountant, which in the opinion of 
the executive committee or of the council is incompatible or inconsistent 
therewith. 

(6) No member or associate shall certify to any accounts, exhibits, 
statements, schedules or other forms of accountancy work which have not 
been verified entirely under the supervision of himself, a member of his 
firm, one of his staff, a member or an associate of this Institute or a 
member of a similar association of good standing in a foreign country 
which has been approved by the council. 

(7) No member or associate shall take part in any effort to secure 
the enactment or amendment of any state or federal law or of any regula- 
tion of any governmental or civic body, affecting the practice of the pro- 
fession, without giving immediate notice thereof to the secretary of the 
Institute, who in turn shall at once advise the executive committee or the 
council. 

(8) No member or associate shall directly or indirectly solicit the 
clients or encroach upon the business of another member or associate, but 
it is the right of any member or associate, to give proper service and 
advice to those asking such service or advice. 

(9) No member or associate shall directly or indirectly offer employ- 
ment to an employee of a fellow member or associate without first inform- 
ing said fellow member or associate of his intent. This rule shall not be 
construed so as to inhibit negotiations with anyone who of his own initia- 
tive or in response to public advertisement shall apply to a member or 
associate for employment. 

(10) No member or associate shall render or offer to render profes- 
sional service, the fee for which shall be contingent upon his findings 
and results thereof. 

(11) No member or associate of the Institute shall advertise his or 
her professional attainments or service through the mails, in the public 
prints, by circular letters or by any other written word except that a 
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member or associate may cause to be published in the public prints or 
otherwise what is technically known as a card. A card is hereby defined 
as an advertisement of the name, title (member of American Institute of 
Accountants, C.P.A., or other professional affiliation or designation), 
class of service and address of the advertiser, without any further quali- 
fying words or letters, or in the case of announcement of change of 
address or personnel of firm the plain statement of the fact for the publi- 
cation of which the announcement purports to be made. Cards permitted 
by this rule when appearing in newspapers shall not exceed two columns 
in width and three inches in depth; when appearing in magazines, direc- 
tories and similar publications cards shall not exceed one quarter page 
in size. This rule shall not be construed to inhibit the proper and profes- 
sional dissemination of impersonal information among a member’s own 
clients or personal associates or the properly restricted circulation of 
firm bulletins containing staff personnel and profession information. 


The American Society of Certified Public Accountants and many 
of the state societies of Certified Public Accountants have promul- 
gated somewhat similar rules of professional conduct. 

The student of accounting and the young practitioner should 
familiarize themselves with these rules and any development of them. 


General considerations.—In discussions of professional ethics 
it may appear that undue importance is attached to violations of those 
rules of ethics or of conduct relating to advertising or other prac- 
tices affecting, to a large extent, the accountants’ interests only. The 
author does not condone the violations of those rules of ethics in- 
tended to discourage advertising or other forms of solicitation, but 
he realizes that they are, in the last analysis, violations of good taste 
only, while the infractions of those rules covering relations with 
the clients or with the public are the really serious departures from 
correct professional conduct. 

To prevent such infractions, he would emphasize the importance 
of developing to the highest degree the feeling of moral responsibility 
on the part of accountants, and he would urge an even wider concep- 
tion of moral responsibility than the avoidance of violations and of 
the penalties which attach to them. Moral responsibility is all-inclu- 
sive: it covers relations with the clients—to do good work; relations 
with the investor or lender—to make every statement so clear and 
complete that it cannot be misunderstood ; relations with the business 
community—to devote ability and energy to the improvement of 
business practices ; relations with fellow members—to deal with them 
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honorably and unselfishly; relations with employees—to provide 
opportunities for their self-improvement and advancement. A really 
important effort of accounting societies can be directed toward the 
stimulation of this feeling of moral responsibility. In making this 
statement it should not be thought that the author is charging the 
societies with negligence in this respect—his purpose is simply to 
stress the importance of the constructive side of their work and its 
possibilities, as compared with their regulatory activities. 


CHAPTER’ 2 


THE PURPOSES :OF AN AUDIT 
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This chapter deals with the general purposes of an audit. It is 
not intended to be a comprehensive discussion of the professional 
auditor’s work. In the next chapter the advantages of an audit will 
be considered. 


Survey of the purposes.—The program of an auditor is based 
largely on accumulated experience and the proper application to a 
given subject of that part of the experience which will do the most 
good. Conversely, those whose accounts are to be audited—officers of 
corporations, business men generally and all those charged with the 
management or supervision of accounts and finance—profit greatly 
if due consideration is given to protecting the resources and safe- 
guarding the integrity of the accounts. A survey of the purposes 
and advantages of an audit will suggest to them new thoughts, possi- 
bilities of greater efficiency and economy and the overwhelming 
value of trustworthy records, so that remedial measures may be 
adopted in advance rather than after the visit of a professional 
auditor. 


The purposes of an audit.—The following suggestions are 
based upon a careful study of actual conditions and may be accepted 
by the student as representative of the accumulated experience of 
auditors who are at the head of the profession at the present time. 


BUSINESS MAN’S POINT OF VIEW.—Financiers and other business 
men who originally retained professional auditors to look for fraud 
or errors have enlarged their demands and now require a vastly 
broader and more important class of work, which those auditors who 
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have advanced in skill and knowledge have been able to understand 
and to perform. 


BANKER’S POINT OF viEw.—A report of a committee of the 
Robert Morris Associates contains the following: 


The accountant’s client employs him generally for one of two pur- 
poses—possibly both. Either he wants his method of keeping records 
improved and data for his own benefit and guidance, or he wants to use 
the accountant’s report for the purpose of securing credit. It is in this 
latter contingency that we are particularly interested. From the stand- 
point of some borrowers the better the exhibit and the lower the cost of 
securing a report that will get by, the better pleased he is. The banker 
wants a report that shows the facts as they are, not as they may appear 
to be upon a superficial examination and the placid acceptance of much 
verbal information. The accountant should insist that his report is one 
of clearly stated facts, be these what they may—and they may be many 
different things. 

For example, the balance-sheet audit as defined by some accountants 
may be a very general checking over, not checking up, of the books of 
record and the preparation therefrom of a list of assets and liabilities 
that are in perfect accord with the books of record. These same books 
may be filled with falsifications concealed sufficiently to avoid discovery 
in a superficial examination. The resultant balance-sheet even when “as 
shown by the books” may be of no value whatsoever as a basis for credit, 
in fact of less than no value. It may even become a positive menace 
because of its misleading appearance. Still, if it is only such a balance- 
sheet audit, this is a fact that the certificate should certify to in no equivo- 
cal manner. It would seem that an accountant’s report, when of this 
kind, might well make a definite statement at the beginning of the certifi- 
cate rather than to qualify an apparent certification by the introduction 
of this phrase “as shown by the books” in a more or less hidden or 
obscure part of the certificate. 

Probably the accountants are justified in insisting that the banks 
should read, more carefully than has been their wont, the certificate or 
the comments or whatever it may be that appears above the accountant’s 
signature. Nevertheless, I believe they are stultifying themselves and 
their profession when they lend themselves to the publication of a state- 
ment, though carefully hedged about with comments which the casual 
and credulous reader, having faith in the underlying principles of public 
accountancy as standing for something other than dollars and cents, 
accepts as a certified statement, because it is signed by a firm in whose 
integrity and ability he has confidence. 

Accountants say, and quite properly too, that there are varying de- 
grees of audit, working down from the complete general audit to mere 
investigations. Instead of relieving them of responsibility, this would - 


Ch. 2] THE PURPOSES OF AN AUDIT 23 


seem to place them under a most emphatic and direct responsibility. 
They share with their client in the knowledge that the results of their 
examination are to be used, in most instances, as a basis for credit. They 
may be restricted in the extent of their examination but it does not seem 
to be asking too much that certified public accountants specify in their 
certificates just exactly the type of examination which the report 
represents. 


Some day, maybe, some accounting firm will come forward with an 
announcement that when their signature appears on a statement it will 
not be necessary to read the certificate or the comments, ef al., looking 
for the joker—that they accept assignments only when permitted to make 
a complete audit. In the meantime, and it will doubtless be a long mean- 
time, the banks should keep distinctly in mind that this is not a one-sided 
affair and as long as we do not insist upon our clients’ submitting to a 
real audit, which incidentally is as beneficial to the client as to any one 
else, we are, so to speak, compounding a felony. 


Specific purposes of audits.—The relative importance of the 
present-day purposes is in the following order: 


1. To ascertain the actual financial condition and earnings of an 
enterprise for: 
(a) Its proprietors (partners or stockholders). 
(b) Its executives (managers, officers or directors). 
(c) Bankers or investors who are considering the pur- 
chase of its securities. 
(d) Bankers who are considering the discounting or pur- 
chasing of its promissory notes. 
(e) Receivers, trustees and other fiduciaries, and creditors’ 
committees, 
(f) Donors to charitable and other institutions. 
(g) Authors, owners of patents and other recipients of 
royalties or profit sharing. 
2. The detection of fraud. 
3. The detection of errors, particularly errors of principle. 
4. The prevention of fraud and the prevention of errors. 


In addition there is the moral effect of an audit, tending to keep 
the work of the office staff sharply up to date. This might be de- 
scribed as a constructive object. 


Demand for auditors’ reports.—The reports of auditors are 
sought for the following reasons, among others: 
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t. In order that stock and bond holders or other owners or 
creditors may have submitted to them at regular intervals a com- 
prehensive, even though a condensed, statement of the financial posi- 
tion and the net results of the operations of the business in which 
they have a proprietary interest, and that the fairness and accuracy 
in all essential particulars of the statement submitted may be attested 
by means of a certificate or report of a disinterested and competent 
authority. 

2. To provide information desired for a proposed sale or incor- 
poration or other change in form or management, such as an attempt 
to bring in additional capital, or the death of a partner or large stock- 
holder. Matters of the highest importance arise in connection with 
the interests of partners in the event of death or other change in the 
partnership relations. 

3. To submit similar statements in more detail to banks and note- 
brokers as a basis of credit. 

4. To submit certified statements to the mercantile agencies and 
to other organizations which call for periodical reports. 

5. To ascertain the true causes of fluctuations in profits or 
expenses. 

6. To state the facts in disputes or litigation, and to investigate 
the causes of bankruptcy for creditors or stockholders. 

7. To report upon operations of the business in a manner which 
would be helpful to its management, such as determination of 
amounts payable when agreements are based on profits; cost plus 
contracts in dispute; contracts containing an allowance for specific 
expenses or providing for the sharing of costs or expenses. 

8. To guard against losses due to inadequate records and poor 
methods, lack of internal check or carelessness. 

g. To protect the public through the examinations of govern- 
mental departments, public utilities and private corporations when 


accurate information is required for voluntary or involuntary price- 
fixing, 


THE DETECTION OF FRAUD.—The business public looks upon the 
discovery of fraud as an important object to be attained by an audit, 
and experience has demonstrated that sufficient fraud has been so 


disclosed to warrant a continuance of the service of auditors who are 
retained to detect tt. 
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The detection of fraud is first in the logical presentation of the 
objects of an audit, because less experience is required to unearth 
it and more definite suggestions can be made to the student with re- 
gard to it than in the more important branches of the auditor’s duties. 

While an auditor who brings to bear all his skill and resources, 
and who leaves no stone unturned in his search for fraud, but fails 
to discover a well-concealed defalcation, is legally exempt from 
liability therefor, yet he is, and properly should be, considered pro- 
fessionally responsible for such failure, and his practice suffers ac- 
cordingly. Therefore particular attention must be paid to all possible 
avenues which are open to the dishonest clerk or officer to manipulate 
the records of business transactions. 

Opportunities for wrong-doing vary, as a rule, with the size of 
the undertaking. In a small business the details are apt to be super- 
vised by one or all of the proprietors, while in a large business much 
of the detail is necessarily left to subordinates. The auditor must 
be governed by the circumstances surrounding each engagement and 
then determine the amount of detail to be covered. 

Various methods of detecting fraud in the audit of income and 
expenditures are considered in the chapters devoted to detailed 
audits. 


(a) Misappropriation of money or goods.—Usually fraud con- 
sists of defalcations involving the misappropriation of cash, either 
by the failure to account for cash receipts or by the entry of pay- 
ments which are fictitious in part or in whole. 

In the following pages there is outlined a procedure based on 
long experience which will disclose such practices in all ordinary 
cases. , 

With respect to the misappropriation of assets other than cash, 
a far more difficult task is encountered, but experience in such cases 
has also permitted the outlining of general rules which will materially 
assist the auditor. 


(b) Manipulation of accounts for other purposes —The abstrac- 
tion of cash or of goods is not the only reason for the manipulation 
of accounts. The auditor who has fully covered these two classes 
of frauds must, in addition, consider the possibility of other 
irregularities. 
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In many undertakings the sources of cash receipts and the dis- 
position of cash expenditures are so carefully guarded that a misap- 
propriation of cash is almost impossible. It is hard to convince the 
business man whose accounts are so guarded, that an audit is of 
value; but, relying again on experience, it has been demonstrated 
time and again that pecuniary profits in such cases may be obtained 
by the manipulation of records. Usually the fraud has been per- 
petrated by an officer (frequently one who has the entire confidence 
of everyone) who has an interest in, or receives a bonus based on, 
the net profits of a business or of one department. In other cases 
the purpose is to deceive bankers, creditors or stockholders. 

The auditor must have all these purposes constantly in mind 
when determining his course of action. If he does not consider all 
the elements involved before commencing an engagement, he may 
find at the end of a detailed audit that a balance-sheet audit would 
have enabled him to secure satisfactory results in much less time. 

In discussing hereafter the respective advantages of these two 
classes of audits, the author will endeavor to assist the practitioner 
in the selection of a proper method of procedure. 


THE DETECTION OF ERRORS.—When professional auditing was in 
a formative state in this country, auditors were frequently engaged 
to adjust accounts which had been kept badly by inefficient clerks. 
It was found that the books were not in balance, and that in order 
to adjust them a vast number of errors had to be traced and cor- 
rected. In many cases this work consumed months, and a corre- 
spondingly large fee was asked. This was called “auditing,” but in 
reality it was accounting work of the most elementary kind. A 
careful bookkeeper unacquainted with most of the principles of ac- 
countancy could have performed the service equally well and far 
more cheaply. 

This practice cast more or less discredit on professional auditors, 
so that the tendency during recent years has been to belittle the im- 
portance of finding errors in books of account and to magnify the 
advantages of concentrating on the search for fraud and the verifica- 
tion of the balance-sheet. 

The author feels that this branch of auditing should be accorded 
its proper place in stating the objects of an audit, and attention is 
called to the points of importance in the detection of errors. 
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(a) Errors of principle-—The detection of errors of principle is 
the most important class of errors and it is one which the auditor 
must never overlook. 

Errors of principle usually affect both the income account and the 
balance-sheet. The most common error is to debit an asset instead 
of an expense account. For instance, an item of repairs will be 
charged to buildings account, or a payment covering expenses or 
services will be charged to the personal account of the payee and 
thus be included among the accounts receivable instead of being 
charged to an expense account. 

Other errors of principle do not affect the net income, but may 
seriously affect the conclusions which are drawn from the various 
revenue or expense accounts. For instance, an executive may have 
determined that the advertising appropriation shall be limited to 5 
per cent of the sales. A large item of advertising expense may be 
charged to some other expense account in error, with the result that 
the executive, depending upon the ledger to give him the total 
expenditure, will authorize additional advertising and thus incur an 
unintentional and perhaps unnecessary expense. 

Errors of principle are most easily detected by making an intelli- 
gent analysis of the accounts in conjunction with the preparation of 
the income account and the balance-sheet. 


(b) Clerical errors Unfortunately, few books of account are 
free from errors in the footings and forwardings of the books of 
original entry and ledgers; errors in postings other than those men- 
tioned under (a), consisting of postings to wrong accounts in the 
same class, as to one customer or creditor instead of another, or the 
posting of an incorrect amount, posting to the wrong side of the 
ledger, or errors in drawing off the trial balance. 

These errors are usually due to carelessness, but the auditor is 
not justified in assuming that accounts in which such errors exist are 
free from fraud. He must differentiate between clerical errors and 
intentional manipulation of the records. A careful examination must 
therefore be made of errors to enable the auditor to determine 
whether they are intentional or not. For instance, an excessive foot- 
ing of a pay-roll or expense account might be due to either care- 
lessness or fraud (but the assumption must be that fraud was 
intended) ; the posting of a greater amount to the credit of a cus- 
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tomer’s account than is shown in the cash book might be an honest 
error or it might indicate an attempt to conceal a defalcation. 

A fair test of these errors, however, is sufficient. It is no part 
of the duty of an auditor (as such) to locate all clerical errors, and 
the auditor who devotes too large a part of his time to this work 
lays himself open to just criticism. 

Auditors forget that the closing of books and the resulting 
balance-sheets are based on estimates only. Some auditors spend 
many hours in adjusting balance-sheet items in order to correct 
a few trifling errors, when there are valuations of hundreds of 
thousands of dollars in plant, merchandise stocks, etc., all of which 
are necessarily estimates and fluctuate from day to day—as must 
the value of all materials and goods. So long, therefore, as small 
errors in calculations, extensions, etc., do not, relatively speaking, 
actually affect the balance-sheet or earnings, time should not be 
wasted on such adjustments. 


(c) Errors of omission—An auditor is justified in spending 
more time in looking for errors of omission than for any other class 
of errors. Where the internal check (see Chapter 5, page 67 et seq.) 
is not perfect, the utmost care must be taken to verify all possible 
sources of revenue, to ascertain whether or not all such items are 
entered in the books. Errors of omission usually do not affect the 
trial balance and are therefore not detected automatically. They are 
to be distinguished from the class of errors in which items are not 
posted at all, because these (except where both sides of a journal 
entry are not posted) affect the trial balance, and the usual checking 
back of the postings would reveal the differences. 

Two instances of errors of omission may be mentioned: goods 
may be delivered, but not billed; rent due may not be charged nor 
collected. On the other hand, purchases may be made and the goods 
received, but the invoices for them may not be entered in the books. 
In order to cover this class of errors the auditor should find all books 
of original entry, whether they are so-called memorandum books 
or other informal records, and a fair selection of items from them 
should be traced into the regular books of account. If the test does 
not disclose any material differences, it may be assumed that the 
records are accurate. If the test should disclose one or more errors 
of sufficient size to affect the results favorably or unfavorably, a 
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more extensive test should be made. It might be well, however, be- 
fore extending the verification, to request authority from the client. 

The president of a company executed a lease for a part of the 
premises owned and occupied by the company without the knowledge 
of the treasurer or of the head of the accounting department. Noth- 
ing was collected from the tenant and after two or three years the 
tenant, then threatened with bankruptcy, offered a settlement to all 
creditors, including his landlord, the company in question. 

The auditor could have discovered this omission at an earlier 
date if he had noted the purposes for which the various parts of 
the building were being used. 

The accounts of an establishment which, as a part of its activities, 
received furs, etc., in storage, did not show any revenue from this 
source. 

In an examination of the accounts of a publisher the auditor com- 
pared the advertisements appearing in one issue of a popular maga- 
zine with the book in which charges to advertisers were entered. It 
was found that an insertion of a full page had not been charged. The 
item was billed and collected. Thereupon the other eleven issues 
were carefully checked, but no other omission was found. 

If the auditor names a fixed fee for an audit, it is always well 
to state that tests only will be made. If an error is discovered in 
the test, the auditor has fulfilled his agreement and need not go 
further unless an additional fee is arranged. If he will broach the 
subject as soon as the test is completed, there will probably be no 
difficulty in obtaining an extra allowance, but if no reference is made 
to his purpose to charge extra for additional work, he will usually 
have difficulty in collecting anything at all additional, no matter how 
many or how few errors are brought to light. 


(d) Errors of commission—In books and records of original 
entry, items sometimes are incorrectly recorded, in whole or in part. 

For instance, an entry in the sales book may be incorrect as to 
quantities or in the extension of the items. These errors do not 
affect the trial balance and frequently remain undetected. 

The same tests as are recommended above, under (c), should be 
followed, except that it is not usually necessary to cover as many 
items. Calculations of purchase and sales items are frequently 
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verified by two persons in the offices where they originate and almost 
invariably are checked in the offices to which they are sent. The 
extent of the tests should not be planned until after the auditor has 
ascertained the methods of internal check in the client’s offices. 


(e) Offsetting errors—An offsetting error is one which is 
counterbalanced by another error or errors. These occur fairly 
often, and, while they could be classed under the other headings 
mentioned, they are dangerous enough to deserve special mention. 

It is an annoying type. As one error may occur in an asset or 
liability account and the other in an expense or income account, an 
auditor is not justified in passing any accounts until satisfied that 
such errors do not exist. This does not mean the verification of every 
posting, but calls for the tests or analyses described fully hereafter. 

Few executives realize how great is the number of clerical errors 
which are made every day. Perhaps these are most numerous in 
banks, brokers’ offices and other offices where the accounts are bal- 
anced daily. An immense amount of work is accomplished in a short 
space of time. Clerks work at high pressure, and, knowing that there 
will be a check on their work before they leave at night, they do not 
verify their entries as they go. ‘This is the case with many clerks 
who depend on the monthly trial balance to discover their errors. 
Consequently many errors are made, but as soon as it is found that 
the day’s work must be checked back, they are found and corrected. 
Many of these errors are of $10, $100, or $1,000. It is not strange, 
therefore, if two errors of the same amount are made on the same 
day in different departments, so that the accounts for that day 
actually balance in spite of the two errors. 

The author was once called upon by the senior partner of a large 
stock exchange house who was greatly troubled by the fact that two 
errors of $100 each had been made on a certain day and had remained 
undetected for three weeks. He felt that something was wrong with 
the system of accounts or with his clerks; he could not decide which. 
He was advised that the discovery and reporting of the mistake by 
the only clerk who could have benefited by it indicated that fraud was 
not intended, but that if a similar case arose soon again, a full 
investigation should be made. 

The rule, therefore, is that an offsetting error may occur at any 
time, but that the law of averages operates against much duplication, 
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An auditor’s duty is to discover and reveal the truth about 
accounts, but this is too general a description of his duties to use 
when confronted by a specific case. He must be prepared to explain 
the purpose of his work and to set forth clearly the objects to be 
attained as the result of his labors. 


Verification of balance-sheet.—The professional auditor today 
has a scope and a purpose far_in advance of the old-time auditor, 
whose work was chiefly confined to ascertaining whether or not all 
receipts and payments were properly recorded. In fact, the old- 
fashioned audit was a cash audit. A modern audit, however, although 
it includes the examination of cash transactions, has as its ultimate 
purpose the verification of the balance-sheet. 

An auditor should be prepared to insist that he shall be permitted 
to make such an examination of the books and records of the under- 
taking as will enable him to satisfy himself as to whether or not the 
balance-sheet is properly drawn up to exhibit a correct statement 
of the financial affairs. If it is admitted that this is a major purpose, 
the auditor must make it clear that the object cannot be attained 
unless he alone defines the extent of the work to be done. Only 
harm can result from any departure from this rule. 


Major advantages.—The chief advantages of an audit are, of 
course, identical with its main purposes. The minor objects, viz., 
that fraud will be disclosed if it exists; that technical errors will be 
discovered and corrected; that errors of principle will be detected, 
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and the means of preventing their repetition in the future pointed 
out, have been discussed. 

The major advantages which have been mentioned should be 
considered. 


I. CONDITION OF AFFAIRS.—A balance-sheet, or an income state- 
ment, which does not bear an auditor’s certificate will not be re- 
ceived by creditors with full confidence. In a great number of cases 
these statements made by the auditor present the first accurate in- 
formation which the client has had as to his condition. It will never 
be known how many enterprises have been saved from ultimate fail- 
ure through the presentation of unwelcome facts by an auditor who 
will not be influenced by former inaccurate statements of condition. 

In the past, except in the comparatively few cases when: special 
reason existed for understating values or understating net income, 
most business men were unwilling to provide sufficient depreciation, 
they were unwilling to cut down inventory values, and they were 
reluctant to provide sufficient allowances against accounts receivable. 
They insisted on carrying “souvenirs” as perfectly good assets, and 
they borrowed large sums of money on the strength of such souvenirs. 
This tendency was so general that most bankers in scrutinizing 
balance-sheets mentally calculated additional allowances against the 
assets mentioned. The result was that the conservative business 
man who had provided sufficient allowances suffered the penalty of 
having, in effect, his actual current assets reduced because the non- 
conservative man had neglected to provide sufficient allowances. 

Bankers generally made exceptions to the scaling-down rule when 
balance-sheets were certified. 

As almost every item of a balance-sheet affects directly or indi- 
rectly the computation of taxes, it is obvious that the greatest single 
factor which has ever influenced balance-sheets was the federal excess 
profits tax, which became effective as of January I, 1917. 

Generally speaking, balance-sheets are conservative when tax 
rates are high and net income is substantial. It cannot be said that 
the average balance-sheet is accurate when tax rates are low or when 
tax rates are high and net income is not substantial. This refers 
to the balance-sheet as it is made up without supervision or certifica- 
tion from an outside source. 
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American men as a rule are optimists. Furthermore, it is entirely 
in keeping with human nature that a proprietor or managing officer 
should set forth the most favorable aspect of the concern which he 
owns or manages. Therefore, accountants in the past have been 
confronted with balance-sheets which the proprietors honestly be- 
lieved could be fully substantiated as to values, and it was difficult 
for the impartial investigator, who took a different view of some of 
the items, to convince the client that he, the auditor, was right, and 
that the client had not been sufficiently conservative. While it may 
be human nature to present’ the best aspect of affairs, it is also human 
nature to take advantage of circumstances which tend to increase 
profits or to save expenses. As has been remarked, the levying of 
high taxes, the amount of which was influenced greatly by a con- 
servative but proper attitude with respect to the application of 
accounting principles to business items, has been a factor of great 
weight in bringing down balance-sheets and income accounts to a safe 
and conservative basis. High taxes have simply encouraged the 
conservatism which shouid always have obtained. The successful 
business man is a man who does not fool himself, and such a man 
would naturally be in favor of liberal depreciation, would scale down 
the inventories if it-were necessary to do so, would charge an expendi- 
ture to operating expense rather than to fixed assets if there were 
any option, would look with doubt upon the capitalization of intan- 
gible items or the deferring of expenses to future periods, and, gen- 
erally, would be correct but conservative in all accounting matters. 

Every bank should analyze the balance-sheets of its borrowers 
for the implications of business policy and management which the 
figures reflect. Management is just as important as capital and 
a balance-sheet can and should reflect management. The war-time 
balance-sheet may have shown large net worth but it did not neces- 
sarily reflect good management, because large profits were made by 
the majority of concerns. Anyone could make money in most 
industries during war because demand exceeded supply. 

Value, from the point of view of a balance-sheet, depends largely 
on ability to earn profits. That is the reason why many wise investors 
buy interests in properties the chief assets of which are intangibles. 
The tangibles of an unprofitable business usually can be sold at some 
price, but only if prospective purchasers believe that they can do 
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better with them than their present owners and earn profits by their 
use, even though the present owners could not. 

A balance-sheet, inferentially, should reflect in a measure the 
probabilities and the possibilities of the future in the light of past 
results. The same tools produce different results in different hands. 
The auditor should, if possible, indicate the value of management 
in setting up balance-sheets. He may not be able to do it, but some 
experienced auditors have found a way of presenting balance-sheets 
so that they are more trustworthy guides to investors than a mere 
statement of assets and liabilities of a past date could be. 


2. BANK Loans.—Certified accounts are particularly valuable as 
a basis for bank loans. All leading bank managers recognize the 
assistance rendered to them in the course of their business by public 
accountants. The officers of the federal reserve banks have gone 
on record as favoring borrowers whose balance-sheets are certified 
by “outside” accountants. Even if a business man is in the happy 
position of not requiring occasional aid from his banker, his financial 
rating is considerably higher if he is thoroughly up-to-date in the 
care of his books and accounts. 

The extension of credit by a bank depends on the judgment of 
its officers as to the ability of the borrower to repay the loan when 
due. The auditor, by reason of his independence, is able to assist 
the banker in forming his judgment. The prospective borrower can- 
not view the condition of his own business without bias. Borrowers 
usually do not expect difficulty in securing extensions of time, or 
expect future conditions to be more satisfactory than the conditions 
at time of the application. This fact does not justify an auditor in 
prophesying a definite profit for the future, out of which a bank 
loan will be paid, but it does support the recent statements of promi- 
nent bankers that the services of professional accountants are becom- 
ing of increasing value to them, largely because they are able to 
report orally the result of their “sizing up” of the borrower or the 
prospective borrower. 

When an experienced auditor arrives at conclusions based on 
facts, it would seem only fair that his conclusions should be com- 
municated to his client at the time when they are formed. 

It is an unquestioned advantage for any borrower to be able 
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to comply with the requirements of the banker or note-broker to 
whom he applies for credit. 

At the convention of the American Bankers’ Association, held 
at Denver, Colo., in 1908, the Committee on Credit Information 
reported and urged “that every member exert his influence to have 
all paper purchased from note-brokers presented with accompanying 
statements audited by Certified Public Accountants. .. .,” and to 
that end asked that the association, by the adoption of the committee’s 
report, “recommend that its members, in purchasing commercial 
paper from note-brokers, give preference to such names as furnish 
accompanying statements audited by Certified Public Accountants.” 

Prominent bankers, from time to time, have urged their asso- 
ciates in conventions and elsewhere to require all prospective bor- 
rowers to furnish certified statements. Unfortunately, competition 
in banking circles is still too keen to permit this rule to be adopted 
universally. But large losses by banks, arising from gross overvalu- 
ations of assets and understatements of liabilities by borrowers, have 
encouraged a steady growth in the application of the rule. 


3. ParTNERSHIPS.—AIl partnership books should be adjusted by 
a professional accountant, if for no other reason than that he will 
act impartially and comply fully with the articles of copartnership. 
These accounts are peculiarly liable to disturbances by causes from 
which corporations on the whole are exempt. Disputes occur as to 
salaries, division of profits, partners’ overdrawings, inattention to 
business, and many other things which to a large extent would be 
obviated if the books were regularly audited by a competent outsider. 
A partner dies and there is trouble with his administrator as to 
division and the withdrawal of the decedent’s capital. This frequently 
leads to expensive lawsuits and the permanent crippling of a busi- 
ness. A partnership goes into bankruptcy, perhaps through miscon- 
duct of a trusted partner. Had a continuous audit been in force the 
fraud might have been nipped in the bud. Again, for the protection 
of a limited or special partner, or of a silent or dormant partner, 
a periodical independent audit is essential. 


4. Frre Loss.—In case of loss of merchandise by fire, a properly 
authenticated balance-sheet prepared by a public accountant is a mate- 
rial aid in the adjustment of claims. This is not a theory; it has 


36 AUDITING—THEORY AND PRACTICE [Ch. 3 


been demonstrated in practice. All business men anticipate the pos- 
sibility of a fire, but few of them consider how they will collect 
their insurance. Insurance companies recognize the difference be- 
tween audited and unaudited accounts in their negotiations. The 
engagement of an outside auditor is a protection to the insurer as 
well as to the insured. 

During the progress of an audit the auditor should ascertain the 
methods of bookkeeping in force, and whether, in case of fire, the 
records would be properly protected or not. He should ascertain 
whether a perpetual inventory is maintained or it will be necessary 
to calculate the amount of the loss upon the usual basis, that is, to 
take the last recorded inventory, add purchases to date of fire, and 
deduct cost of goods sold, the result being the stock on hand at 
time of fire. 

The cost of goods sold is commonly ascertained by deducting 
from the sales the average gross profit realized in prior periods. 
Fire insurance adjusters are shrewd and experienced, and the busi- 
ness man whose records are in poor order is usually forced to settle 
upon a basis satisfactory to the adjuster. If the business man’s 
accounts are in good shape and if he can show that the last inventory 
has been certified, he can decline to compromise and can insist on 
the full amount of his claim. 


5. Bonptnc.—A cashier whose books are audited regularly has 
little trouble in inducing a good company to act as surety for him; 
in fact, several of the best companies insist upon periodical audits 
as a condition of the contract. 


6. PROTECTION OF STOCKHOLDERS AND THE PUBLIC.—The inter- 
ests of the real proprietors of a business (the stockholders in the 
case of a corporation) should be protected in every feasible and rea- 
sonable manner.*| One way in which such an end might be served 


_ “In the state of New York legal protection is made possible by the follow- 
ing provision in the statutes: 

“Financial Statement to Stockholders. Stockholders owning three per 
centum of the shares of any corporation other than a moneyed corporation 
may make a written request to the treasurer or other fiscal officer thereof for 
a statement of its affairs, under oath, embracing a particular account of all 
its assets and liabilities, and the treasurer shall make such statement and 
deliver it to the person making the request within thirty days thereafter, and 
keep on file in the office of the corporation for twelve months thereafter a copy 
of such statement, which shall at all times during business hours be exhibited 
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would be to conform to the English method. There, stockholders at 
the annual meeting elect a professional accountant as the auditor 
of the company for the ensuing year. His report is made to the 
stockholders, not to the officers and directors. 

No substantial progress in this practice has been made in this 
country. Stockholders in their individual capacities have little to 
say about management or control, even though comparatively small 
holdings in the aggregate would control any election of directors. 
The combined holdings of investment trusts may change this condi- 
tion. 

A corporation which has nothing to hide cheerfully sends its 
balance-sheet to its stockholders, and if the latter exhibit enough 
interest in the matter to request that the certificate of a professional 
auditor be attached, the request will probably be granted. 

The value of the publicity given to audited accounts cannot be 
overestimated. In a general way the uninformed public believes all 
corporations to be making unreasonable profits, particularly all cor- 
porations which in any way attempt to serve the public. For instance, 
in the city of New York, some years ago, the taxicab companies were 
attacked in the newspapers and one ordinance after another was 
passed regulating fares, all, of course, reducing them. In a few 
years, at least two millions of dollars were lost by three or four of 
these companies. During that time they did not make periodical 
statements to their stockholders nor to the public setting forth their 
losses and the reasons therefor. For some mysterious reason publicity 
was shunned. It is about as certain as anything can be that if 
certified statements of operations had been obtained and sent to the 
newspapers annually, a far different state of public opinion would 
have resulted. 

Corporations which are secretive about their accounts or issue 
uncertified statements have only themselves to blame if they are 
made the victims of hostile legislation. 
to any stockholder demanding an examination thereof; but the treasurer shall 
not be required to deliver more than one such statement in any one year. 
The supreme court, or any justice thereof, may upon application, for good 
cause shown, extend the time for making and delivering such statement. For 
every neglect or refusal to comply with the provisions of this section the cor- 
poration shall forfeit and pay to the person making such request the sum of 
fifty dollars, and the further sum of ten dollars for every twenty-four hours 


thereafter until such statement shall be furnished.’ (Stock Corporation 
Law—77.) 
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When rising costs of operation forced public utility companies 
to ask for higher rates, the requests were frequently refused on the 
eround that the utilities had made outrageous profits in the past and 
that such profits should be used to tide them over the period of high 
operating costs. Few utilities have made unreasonable profits, but 
for some reason the public will not believe such a statement. If a 
proper system of publicity had been adopted and frequent audited 
statements had been issued, a different feeling would now exist. 


7, SALE OF A BUSINESS.—The author has had several experiences 
in which it was demonstrated that if periodical statements of the 
results of operations, duly certified by responsible auditors, had been 
available, large enterprises would have changed hands in a few days; 
but, such statements not being promptly available, the sales were 
not made. 

In the case of a corporation in which the president owned a con- 
trolling interest, he was offered two and a half million dollars for 
control, subject to examination by accountants. He accepted. When 
an attempt was made to ascertain the earnings for a period of years 
it was found that no accurate records had ever been kept. Large 
profits had been realized, but this was known only because the money 
was in the bank. Physical inventories had never been taken and 
book inventories had not been kept. At the time of the proposed 
purchase the plant was operating on an extensive scale, but as no cost 
records were kept, it was impossible to determine the rate of profit 
on the current output. The deal was called off. 

The president complained bitterly. He had paid enormous divi- 
dends, which he knew had been earned, but no one could determine 
just when or how, and the condition of the accounts cast suspicion on 
the whole enterprise. 

Practically all business men look forward to retiring sooner or 
later. It will be much easier for them to accomplish their purpose 
if they can produce correct certified accounts than if they are com- 
pelled to depend upon unaudited accounts, which may fail to meet the 
requirements of a prospective purchaser. 


8. RECOVERY FOR NEGLIGENCE.—The final advantage of an audit 
(and one upon which perhaps serious differences of opinion may 
exist as to the advisability of public discussion) is, that a client who 
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suffers loss through the dishonesty of an employee may recover an 
equivalent amount from the auditor if it can be shown that the 
latter has performed his work in a grossly negligent manner, and 
provided, of course, that the defalcation occurred during the period 
covered by the audit. 

The limitations by clients upon the scope of audits usually free 
an auditor from legal responsibility for large losses. But an unjust 
and untenable claim against auditors is undesirable from every point 
of view. Perhaps the solution is for the client to recognize the 
advantage of retaining none but competent auditors and to place 
fewer restrictions on the scope of their work. The auditor in turn 
will not shirk his legal and moral responsibility. 


CHAPTER 4 
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The importance of knowing how to begin an audit cannot be 
overestimated. It is highly desirable that the scope of the audit shall 
have been definitely settled with the client. The extent of the work, 
however, largely depends upon the auditor. Many practitioners com- 
mence the work before they have a clearly defined line of procedure 
in their own minds. It is advisable for clients as well as for prac- 
titioners to consider various possibilities in order to eliminate useless 
work. 


Who is the client?—Uncertainty sometimes exists as to the 
actual client whom the auditor is serving, to whom he is responsible, 
and who will pay the bill. It may be a banker or a prospective bor- 
rower, a corporation or a dissatisfied stockholder, a trustee in bank- 
ruptcy or the petitioning creditors, or a creditors’ committee, a 
municipality, a congressional or an aldermanic committee, a state or 
an investigating committee of the legislature. In all these cases and 
many more, differences of opinion have arisen as to the legal status 
of the client; therefore this word of caution addressed particularly 
to the beginner is in order: 

Determine the legal status of the client before work is begun. 

In a New York case, the president of a corporation who took no 
active part in the management of the business, except occasionally 
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to preside over directors’ meetings, was considering purchase of 
the stock of his associate stockholders and employed a firm of ac- 
countants to audit the books. The books of the corporation were 
turned over to the accountants for that purpose by the treasurer of 
the corporation, who made the statement to the accountants that it 
must be understood that such an examination was the president’s 
personal affair and not that of the company. Upon completion of 
the work and demand for payment; which was refused by the corpora- 
tion (the president having died) an action was brought for the 
amount then due. The court held that the corporation was not liable. 
The court in its decision said in part: “The right of third parties 
to rely on the apparent authority of corporate officers is subject 
to the condition that such third parties have no knowledge of a limita- 
tion on such authority. In this case we think the notice given the 
accountant that the audit ... was for (the president’s) personal 
account . . . was notice to the plaintiff.’ 1 

In Respess et al. v. Rex Spinning Co., 133 S.E. 391, the auditors 
were appointed at a stockholders’ meeting. The company refused 
to pay on the ground that the directors did not approve the resolution. 
The Court said: 


They made a detailed audit covering a certain period; they presented 
and explained their audit to the stockholders in a meeting subsequently 
held upon notice duly given; and their report was “accepted as informa- 
tion” by the stockholders. With the resolution upon the minutes, this 
appropriation of the audit was a recognition of the alleged agreement; 
it was a ratification by the stockholders, even if the directors had not 
authorized the committee to act in the premises. As the contract was 
not ultra vires, it was not beyond the power of corporate ratification. 
By subsequent recognition it became as effectual and binding as if the 
committee had had undisputed power to bind the company; this on the 
principle that the company could not accept the benefit of the report and 
repudiate the agreement under which the report was made, or profit by 
the agreement and repudiate the authority of the agent by whom it was 
made. ‘The ratification of an act by one who assumes to be an agent 
relates back, and is equivalent to a prior authority. The absence of 
some of the stockholders did not impair the force of the resolution. It 
has been held that, if an act is to be done by an incorporated body, the 
law, resolution, or ordinance authorizing it to be done is valid if passed 
by a majority of those present at a legal meeting. 


1 Ernst et al. v. Cary Safe Company, 113 Misc. Rep. 620; 185 N, Y. S. 
168, 
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Compensation must depend on service rendered.—The pro- 
fessional accountant offers his services to the business public as an 
advisor as well as an analyst or auditor; therefore it is obvious that 
the matter of compensation and status cannot be determined as it can 
in those occupations where results can be measured quantitatively. 
One cannot gauge the product of the mind like that of manual labor. 

Great harm has been done to the profession by certain advertisers 
who, for the purpose of selling correspondence courses in accoun- 
tancy, have exaggerated the compensation of professional accountants. 
There is no reason why the profession should be better paid than 
any other which serves the public to an equal degree. The implication 
in these advertisements that there is some fixed scale of fees which 
an accountant can charge is more or less correct, and it is unfortunate 
that such is the case, for it tends to place the profession on a par 
with day laborers. 

If all accountants are to charge alike for their services, where is 
the incentive to excel and what kind of profession would it be if 
there were no premium on ability and experience? The best lawyers 
and the best doctors sometimes charge lower fees for the same service 
than less experienced and less competent practitioners, but their 
service is none the less professional. 

So with accountants, as time goes on there will be less and less 
uniformity in charges, and the more skilful, capable, experienced 
accountant will not consider it necessary to place a fixed per diem 
rate on his services. Nevertheless, under present conditions per diem 
rates yield the greatest compensation. Where flat fees are charged 
it almost always means that some concession has been or will be 
made from the per diem rate; therefore the auditor who can always 
command liberal day rates will reap the greatest financial reward. 

The one good argument (and it is a strong one) for a stated fee 
is that the client prefers it in perhaps nine cases out of ten. Pro- 
fessional men should place adherence to the ethics of their profession 
and satisfaction of their clients above pecuniary gain. Therefore, if 
the work is fully and properly performed and the client is satisfied, 
the method or rate of compensation should be secondary, and a 
round fee, in such circumstances, is quite as ethical as a per diem rate. 

If the fee has not been arranged beforehand and litigation is 
necessary, the auditor will receive the usual professional fee, pro- 
vided, of course, that witnesses can be obtained to testify that the 
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work measures up to the usual standard of professional work and 
that the fee is a reasonable one. 

Juries, however, are apt to be more unreasonable than clients with 
respect to professional charges, and the rule of arranging fees before- 
hand should be followed except in special cases. 

The rules of law applicable to fixing the compensation for expert 
or professional services are as follows: 


The circumstances to be considered in determining the compensation 
to be recovered are the amount and character of the services rendered ; 
the labor, time and trouble involved; the nature and importance of the 
litigation or business in which the services were rendered; the responsi- 
bility imposed; the amount of money or the value of the property affected 
by the controversy, or involved in the employment; the skill and experi- 
ence called for in the performance of the services; the professional char- 
acter and standing of the attorney; the results secured; and whether or 
not the fee is absolute or contingent, it being a recognized rule that an 
attorney may properly charge a much larger fee when it is to be contin- 
gent than when it is not. The financial ability of defendant may also be 
considered by the jury, not to enhance the amount above a reasonable 
compensation, but to determine whether or not he is able to pay a fair 
and just compensation for the services rendered, or as an incident in 
ascertaining the importance and gravity of the interests involved in the 
litigation. But what is a reasonable fee must in a large measure depend 
upon the facts of each particular case, and be determined like any other 
fact in issue in a judicial proceeding. While opinions are receivable and 
entitled to due weight, the courts are also well qualified to form an inde- 
pendent judgment on such questions, and it is their duty to do so. (6 C.J. 


750.) 

In the legal profession in the United States contingent fees are 
often accepted. In the accounting profession the trend is decidedly 
against contingent fees. One of the rules of professional conduct, 
approved by the Council of the American Institute of Accountants, 
reads: ‘‘No member or associate shall render or offer to render 
professional service the fee for which shall be contingent upon his 
findings and results thereof.” 

It is proper that the auditor’s code of ethics should avoid even 
the appearance of evil, but it is a debatable question whether or not 
this rule is so strict that literal compliance with it is impracticable. 
If this is the case, the rule should be reframed in order to express 
properly the thought that it is always wrong for an auditor to under- 
take work the result of which he cannot conscientiously certify, or 
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to submit figures which may reflect his prejudices rather than his 
honest convictions. As a matter of fact, auditing work may be 
performed upon the basis of a contingent fee, the propriety or 
honesty of which can no more be questioned than if it were under- 
taken upon a basis of per diem rates. 

In the opinion of the author, the auditor should subject each 
engagement to scrutiny to discover any possible reasons why he should 
not undertake it. Work which involves sacrifice of his integrity 
should always be declined. The author knows of one case when a 
contingent fee was in every way ethical. It is possible that others 
may arise. The Institute should make its rule more flexible. 


Scope of work.—Some auditing engagements have ended dis- 
astrously for the auditors because the work was undertaken blindly. 
It is not enough for someone to say, “Here are certain books and 
records; I want them audited and a report made to me of what they 
contain.” The client may think he knows what he wants, he may be 
financially able to pay, and to a young practitioner the temptation to 
jump in and follow instructions is strong indeed. But the client 
may and does change his mind as the work progresses, and, even if 
the instructions are in writing, he will find some excuse for his 
change of mind. He may still be able, but he may not want to pay. 
There are several notable examples of work done in this way for 
which payment has never been made. 

The auditor should spend some time with the client, planning 
the work before it is commenced. He should map out as definite a 
program as possible, and overestimate, rather than underestimate, the 
time which will be required. The client may have a vague knowl- 
edge of details, but he should know pretty well what the work should 
cover, and if the auditor cannot come to a fairly definite agreement 
with him as to the scope of the work, an undesirable responsibility 
is placed on the auditor. 

A few hours’ talk may avoid many days of useless work—useless 
because there may have been a mistaken idea as to the results wanted ; 
or because the results sought would be valuable and interesting only 
if the work could be completed as originally planned. 

A frank talk with a client should be regarded as essential. Usu- 
ally it will result in co-operation and harmony, which may be lacking 
if the auditor shows a disposition to disregard the client’s purposes. 
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Clients seem to have an instinctive desire to show the auditor 
around. This probably arises from the natural pride of possession. 
It is a praiseworthy trait and frequently permits a close contact which 
greatly helps the auditor to render more personal service. During 
the inspection trip the auditor should sketch roughly an organization 
chart, noting the names of the officers and others in responsible 
executive positions and their respective duties. The chart should 
be supplemented with data relative-to operations (including receiving, 
manufacturing and shipping), products and physical conditions. 
Notes should be made of special features to be followed up later. 

A rough draft of the chart may be prepared in advance and cor- 
rected after questions to the client. If the engagement is made for 
the first time, and the company to be audited is of sufficient size, one 
can gain preliminary information relative to its financial history 
and present status in Moody’s or Poor’s Manuals, and from the 
Standard Statistics cards. There should be an ascertainable connec- 
tion between the physical property and the trial balance of the general 
ledger. The earlier the auditor reconciles the two the earlier he will 
begin an effective audit. 

After the inspection trip has been completed the notes should be 
amplified and referred to the accountant in direct charge of the audit. 

In most cases the auditor’s wide experience enables him to know 
better than the client what should be done, and what may be safely 
omitted, but this does not relieve an auditor from his obligation to 
assure himself that in the particular case before him the client’s inti- 
mate knowledge of the business does not justify him in indicating the 
general outline of the audit. 


Familiarity with system in use.—During the auditor’s early 
training he has an opportunity to acquire special knowledge about 
many departments of commercial activity, and many of his future 
engagements will cover undertakings whose special features will be 
familiar to him. It is impossible, however, for any auditor to have 
experience in every kind of business, and engagements are sometimes 
made to audit accounts of a business of which he has no technical 
or special knowledge. He is not expected to have such special 
knowledge, but the fundamentals of all businesses are similar and he 
must be thoroughly versed in them. 
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An admission of his unfamiliarity wins greater respect than does 
an attempt to conceal his ignorance. Progress cannot be made with- 
out asking many questions, and it does not take a client long to dis- 
cover ignorance if an attempt is made to conceal it. In any event, 
and notwithstanding long experience with the same class of business, 
the auditor should ask questions about the personnel and the special 
features of the business under review. 

Local conditions and peculiarities sometimes produce strange re- 
sults, and the auditor finds it easy to acquire a broad knowledge of 
many things during his preliminary conferences which would take far 
more time to acquire later. The client and his staff expect to be 
asked a lot of questions (intelligent and tactful ones, of course) at 
first, and the wise auditor makes copious notes of the information so 
derived. The client is likely to volunteer the history of his life and 
the progress of his business in great detail. Advantage should be 
taken of such an opportunity to grasp technical points of the business. 
Later it may be difficult to catch the client in the same frame of mind. 

The auditor may be asked if he can make a satisfactory audit of 
single-entry books. Of course there is no difference at all so far as 
auditing principles are concerned. 

In single-entry, as in double-entry systems, the auditor should 
see that all assets which should be on hand are properly accounted 
for; that all income which should have been recorded is found to be 
in order; and he should apply all the general principles of auditing. 
Single-entry books do not readily lend themselves to tests and auto- 
matic checks as do double-entry records ; more details must be verified, 
and there are difficulties in the way of preparing satisfactory balance- 
sheets and income statements. But these are not matters which re- 
quire special treatment in this book. 


Where the work is done.—The place where the work is to 
be done receives little consideration in the usual audit until it is too 
late to make a change. Most audits are made in the office where the 
general books of account are kept. Provided there are ample space, 
adequate light, satisfactory and sanitary working conditions such 
as pure air, etc., and reasonable freedom from interruption by unau- 
thorized persons, this is the ideal place. 

When the audit is being arranged, all these points can be dis- 
cussed. Few clients will hesitate to modify or improve existing 
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conditions in order that the audit work may be performed under 
favorable auspices. But if this matter is left in abeyance until the 
audit is actually begun, changes are almost impossible, or, if not 
impossible, the auditor usually deems it inadvisable to suggest them. 
Therefore, it is important to stipulate the best possible working condi- 
tions before work is commenced. 


CO-OPERATION OF CLIENT’S sTaFr.—A successful auditor told 
the author that in every audit he endeavored to attract, instruct and 
convert the office staff, and in so doing he not only made his own 
work pleasanter and more satisfactory in a professional way, but 
he also made the employees co-workers with him. In many ways they 
aid the growth of a proper comprehension of the work of a public 
accountant. Many auditors have aroused the enmity of office em- 
ployees and sent them out to an extensive acquaintance charged with 
a desire to damn not only the offending auditor (which would not 
be unfair), but also professional auditors as a class. On the other 
hand, some very large engagements have resulted directly from a word 
of commendation to others from a bookkeeper or clerk who has had 
a satisfactory experience with the auditor of his accounts. 

All auditors of experience agree that the majority of men are 
honest—not a mere majority only, but nearly all men are honest. 
Furthermore, most men are sensitive about having their honesty ques- 
tioned even indirectly. The successful auditor does not conduct him- 
self in such a manner as to indicate to anyone that suspicion exists. 
He must radiate his belief in the good faith and honesty of purpose 
of those whose accounts he is examining; but he should be none the 
less thorough and he will as surely detect any guilty man. 

The conscientious man is also sensitive to criticism of his work. 
Here the auditor’s task is harder, because the duty to one’s client 
must be placed above everything else, and, while it is sometimes 
unnleasant to condemn carelessness and mistakes by the office staff, 
if it is evident that the client’s business is suffering because of short- 
comings of the staft, failure to report actual conditions is a breach 
of professional duty. 

The auditor who prepares his report and sends it in to the client 
without considering its effect on the office staff may be doing a 
positive injury to his client as well as to himself. A clerk whose 
work is criticized may be one of the most valuable on the staff. His 
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merits may vastly outweigh his faults; yet if he is sensitive he may 
resign forthwith, thus weakening the client’s organization and sub- 
jecting the auditor to the wrath which he in a measure deserves. 

The clerks whose work is criticized may not resign, but being 
in the confidence of the client and having his ear every day, they may 
easily offset the good effect which the criticisms and suggestions 
might have. Furthermore, the opposition of employees to the auditor 
may seriously affect the success of future relationships with the client. 

Hundreds of business men have retained professional auditors 
once as an experiment, because they had been told it was the proper 
thing to do, and they might have received the lasting benefits of 
regular audit had the auditors been able to secure the sympathy and 
co-operation of the office staff. Who can blame a busy man, neces- 
sarily dependent upon an organization of trusted employees, for 
heeding their opinion of audits and auditors ? 


Co-OPERATION WITH CLIENT’s sTAFF.—Where an audit is made 
for the first time, the client usually informs his entire staff of his in- 
tentions, so that there is no possible chance of gaining any advantage 
by surprise. 

Then, too, it may be that the audit is being made at the request 
or on the suggestion of one or more of the staff. This occurs fre- 
quently where ambitious bookkeepers and cashiers realize that the 
methods in use in the office are obsolete. 

If the auditor desires full co-operation, he should seek an oppor- 
tunity to ascertain the condition of the books and records as soon as 
possible after the engagement has been made. He gains nothing 
whatever by jumping in before the books are written up or balanced. 


TAcT REQUIRED.—The auditor need not stultify himself by fail- 
ure to criticize. As a matter of fact, honest employees resent 
gratuitous commendation if they know it is not deserved. All they 
want is a square deal. In practically all cases the methods in force 
were initiated by the client himself or by the predecessors of the 
present employees. They are simply following precedent or instruc- 
tions and should not be personally blamed for unsatisfactory methods 
or results. 

Let the auditor proclaim his gospel of helpfulness and ask for 
co-operation in the interests of the staff and of the client. Let him 
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demonstrate quietly what his experience has taught him, but let it be 
done unobtrusively. He should show them that failure to be up-to- 
date is detrimental to success, and that modern methods must justify 
themselves. He should interest them and ask their help in preparing 
an unbiased report on actual conditions and obtain their approval of 
the suggested changes. If this spirit prevails throughout the audit 
the client will be benefited, the office staff will be enthusiastic over the 
innovation, and the auditor will be able to look forward to cordial co- 
operation in the future. 


SCHEDULES OF BOOKS, RECORDS, AND NAMES OF CLERKS.—A 
mastery of the general system in use includes a comprehensive 
knowledge of the books and records which report the transactions 
of the business under audit. Books of account are the histories of 
business enterprises. Since a history is not complete unless it 
records an unbroken narrative of facts, the auditor must determine 
whether or not there is such a continuous record of the transactions 
of the business in the books submitted to him. 

The time to determine this is before the audit begins, and at the 
time of the inquiry a full description of the records should be made 
and the names of the clerks responsible therefor should be care- 
fully noted. These names will be needed during the audit and when 
reporting. It arouses suspicion to ask for names when needed. 

In England it is customary in most cases, and compulsory in 
others, for the auditor to be supplied with a list of the books in 
use. In this country the advantage of this precaution is strangely 
neglected. 

Where books are destroyed or missing without explanation shortly 
after they have been in use, it has been held that there is “a very 
strong presumption that if produced, they would be against the 
interest of those who have been responsible for their convenient 
loss.” (Rosen v. U. S., U. S. Dist. Ct. Minn., March 2, 1926.) 

No book should be listed until its use, or abuse, is fully under- 
stood. This is a favorable opportunity to fill out any gaps in the 
complete survey of the business which the auditor must possess. 
The answers to the preliminary questions and a detailed schedule 
of all the books in use should form the basis for an intelligent study 
of how to begin. 

The auditor should inquire about the use of statements and statis- 
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tical information prepared by the client’s accounting force. In some 
cases valuable information is “shelved.” Executives should be im- 
pressed with the importance of studying figures submitted by their’ 
own accounting division. 


PAPERS, ETC., REQUIRED BY AUDITOR.—As the auditor will prob- 
ably be asked what he desires in the way of vouchers, etc., the fol- 
lowing memorandum has been prepared. It is, of course, only 
suggestive, as the auditor must be governed by local conditions: 

1. A correct trial balance, as of the date for which the audit is 
to be made, should be prepared. If not ready by the time the audit is 
to be commenced, the auditor should have a conference with the 
client and the bookkeeper and determine: (a) if the work is to 
proceed at once; (b) if it is to be postponed until the differences 
are traced; (c) if the auditor, acting as an accountant, is to trace 
the errors. 

2. Subsidiary records should be in agreement with the controlling 
accounts in the general ledger. If not in agreement, the matter 
should be discussed with the client and an understanding should be 
reached as to what steps should be taken to trace and adjust the 
errors. 

3. Schedules of notes receivable (whether discounted or not), 
notes payable, bonds, stocks, etc., should be prepared. 

4. Monthly statements from creditors should be preserved. 

5. Paid bank checks and all other vouchers should be taken 
from the files and arranged as requested by the auditor. The 
auditor should not disclose the use he proposes to make of the 
vouchers. 

6. If an inventory has been taken, the auditor should state 
to what extent he desires the certification of those responsible 
therefor, and he should insist that the original sheets be preserved 
and submitted. 

7. If there are many accounts receivable, it may be wise to 
request that they be divided into groups, showing all those over- 
due, etc., so that an estimate of the allowance for bad debts may 
readily be made. 


General audit program.—At the beginning of the sections 
devoted to balance-sheet and detailed audits specific suggestions will 
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be found for the programs to be followed. In response to a request 
from the Federal Trade Commission and later from the Federal 
Reserve Board, a committee of the American Institute of Accoun- 
tants in 1917 prepared a memorandum of audit procedure which 
was adopted after some modification and published by the Federal 
Reserve Board. 

The author was chairman of the committee, which was com- 
posed of representative members of the Institute. In addition, 
accountants with, and members of, the Federal Trade Commission 
and the Federal Reserve Board participated in the discussions and 
made many helpful suggestions. 

This memorandum of audit procedure provides a flexible balance- 
sheet audit program. It also should meet the demands of those who 
desire an inflexible program, because the entire scope of an audit 
is covered in 27 pages. The memorandum is reproduced in full in 
Appendix A. 


INSTRUCTIONS FOR DETAILED PROCEDURE.—The author at one 
time believed that audit notebooks, “standard” audit programs and 
“model” forms for reports were of great value; but after using 
them for some years it became evident to him that vigilance, imagi- 
nation and the independent thought and judgment due from a pro- 
fessional practitioner are all more or less stifled by the use of set 
forms and set directions. This criticism is not directed at the 
program which an auditor should make up for and make adaptable 
to each audit. This book is intended to be an audit program in itself. 
Unless each program is written up specially, the temptation to repeat 
what has been done before is greater than the average auditor can 
withstand. The condition is not unlike that of much bookkeeping 
instruction. At one time there were tens of thousands of school 
boys and girls who had studiously filled in journals and ledgers, 
and prepared trial balances and other statements according to the 
formule in the textbooks, without being able, a few months later, 
even to talk intelligently about the theory of bookkeeping. The 
author investigated this condition and decided that the chief defect 
was in the explicit directions which were given. It was possible 
to memorize most of the rules, and the students were more interested 
in their examination marks than in the fundamentals. 

In this book the author discusses every phase of auditing but 


52 AUDITING—THEORY AND PRACTICE ea, 7) 


avoids the presentation of a detailed or condensed model audit 
program. The material is all here but those who desire a program 
must prepare one for themselves. Nothing can be more harmful 
to students than the exclusive use of condensed rules of procedure. 
Practitioners who rely on programs prepared by others are charge- 
able with negligence if they permit fixed rules to take the place of 
independent procedure. There is, however, no objection to the 
use of a summary of the procedure to be followed in most audits, 
provided the summary is based upon the underlying principles of 
auditing. 


PROCEDURE WHERE PREVIOUS AUDITS HAVE BEEN MADE.—-As most 
of the work that is done is satisfactory, it is only in rare cases that 
an auditor is displaced. 

It is not considered ethical for one auditor to supplant another 
where the only reason for the change is one of remuneration. If 
a client expresses dissatisfaction with the work of one auditor and 
announces his intention of retaining another, there can be no objec- 
tion to the appointment. 

Wherever feasible, the auditor should receive a copy of his 
predecessor’s report, but if it cannot be had, his inspection of the 
books, with the unsolicited remarks of the client’s staff, will prob- 
ably indicate the extent of the previous audit. 

Of course, no auditor can be held responsible for the acts or 
omissions of another auditor, but a practitioner has no justification 
for blindly following the procedure of a previous audit, even though 
the client requests it. Therefore the auditor should regard all that 
he learns of his predecessor’s work as information purely supple- 
mental to that already pointed out as important, and, weighing all 
together, he will proceed as his own best judgment dictates. 

Sometimes, from a feeling of delicacy, the auditor will not insist 
on a full explanation as to why the previous auditor’s services have 
been relinquished. In view, however, of the fact that auditors have 
been displaced for failure to discover weak spots, it is obvious that 
the succeeding auditor is at a disadvantage without this knowledge. 
In any case insistence on an explanation can do no harm and may do 
much good. 

Shortly stated, a safe general rule is to proceed as if no pre- 
vious audit had been made, unless complete reports of another 
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auditor, in whom full confidence is placed, are in evidence and unless 
there is no question as to the reason for the former auditor’s dis- 
placement. 

When it is a second or subsequent audit for the same client, the 
permanent file, working papers and the audit report for the preceding 
year should be obtained. It will be assumed that there is a perma- 
nent file which contains all pertinent data useful in succeeding audits, 
and it should not be necessary to refer more than one year back. 


Working papers.—As far as possible, working papers should 
be carefully planned and arranged before the actual work of the audit 
begins. 

The most important point to emphasize is that the more inexpe- 
rienced an auditor is, the more unnecessary working papers he pro- 
duces, and the student or practitioner who aspires to a high place 
in his profession will avoid all useless and superfluous compilations 
and comments. He should try to settle his doubts relative to question- 
able transactions immediately, for the majority of his questions will 
be answered satisfactorily; he should eliminate the copying of trial 
balances, statements, etc., unless he has a clear idea as to the ulti- 
mate use of copies; and he should ruthlessly destroy his papers as 
soon as their value becomes doubtful. 

One of the chief reasons for these comments is that the impor- 
tance of the compilation of useful data and necessary information 
cannot be over-emphasized. It is the quality of the working papers— 
not the quantity—which determines the efficiency of an audit. True, 
it is better to have too many than too few papers, but that is beside 
the point. 

Perhaps the assertion that the skill of an auditor can always be 
ascertained by an inspection of his working papers is too sweeping, 
but it holds good in so many cases that it may as well be called a 
general rule; therefore prospective auditors should take notice that 
some day they may be so judged. 

If the professional man were as careful with his tools as is the 
mechanic, he would do better work and he would save himself 
many hours of duplicated labor. An accountant must be the per- 
sonification of order and system; his business is to criticize careless 
methods in others and to construct proper systems for those who 
have none. Therefore he must convey the impression that he appre- 
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ciates order and good methods and be able to demonstrate this by 
an exhibition of the highest degree of perfection in his own working 
papers. 

Stationery is cheap, far cheaper in proportion than the imple- 
ments used by mechanics, yet many accountants use a scrap of 
paper or the back of an envelope to make a record during an audit, 
when the items noted are important enough to be set down in an 
orderly way on a whole sheet of specially ruled paper. It really 
seems absurd to devote much space to this matter, and it is only be- 
cause there is such a widely prevalent looseness in this respect, that 
emphasis is placed on the use of good stationery and on always having 
plenty of it available. 

An accountant or a bookkeeper should have on hand at all cme 
a complete assortment of specially ruled paper of all sizes. Let 
him consider this as part of his plant, if need be, because a small 
expenditure will secure a large supply. The special rulings should 
include every form for which there may be the slightest demand. ° 

Paper ruled for money columns should have from four to twenty- 
one columns. The former number will be most used, but there is 
constant request for the latter. Then, of course, ledger-ruled paper 
will frequently be used, and it is desirable to have ledger paper with 
two money columns on each side. The paper should be put up in pads 
of fifty sheets each. 

In commencing an audit, a full assortment of paper, various 
colored pencils or ink, etc., should be gathered and carried preferably 
in a stout leather portfolio having a first-class lock and containing con- 
venient pockets for papers, pencils, rubber stamps, etc. Is it not 
obvious that a client or a client’s clerk has more respect for an 
auditor who is fully equipped than for a man who is compelled to 
borrow first a sheet of paper and next a pencil in order to record 
details of the petty cash as counted? First impressions are lasting. 

The professional auditor cannot afford to start wrong. He does 
not have any opportunity to conceal incompetency. He should 
stock up, therefore, and keep stocked up, for a few extra dollars 
invested in a big supply of stationery will be the greatest possible 
help to the young practitioner. Having the paper he should use it. 
That is, he should not even try to economize, for it is not safe to 
temporize and to think that a particular memorandum is unimportant 
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and therefore just as well recorded on a scrap as on a whole sheet— 
which may have cost a quarter of a cent. . 

There shculd be an absolute rule strictly enforced, forbidding 
the writing of more than one class of errors on the same sheet of 
paper. The reason for this is that no auditor, however experienced, 
can foresee how many additional errors of the same class may be 
found as the examination progresses. It is almost criminal for an 
accountant to write and rewrite and classify and reclassify his memo- 
randa during the course of an audit, when every bit of the rewriting 
and reclassification could have been avoided by using one sheet of 
paper for each class of errors or queries. 

An auditor who is careless about his working papers will vainly 
attempt to make sense out of his notes. How is it possible for 
such a man to write a report of the greatest possible value to his 
client? Even if he finally deciphers all his notes, he makes so much 
trouble for himself that in consequence he writes his report in a 
troubled and irritated frame of mind. His careless style, of course, 
pervades the text. 

Let us consider the case of an auditor who takes the trouble to 
provide himself with an ample supply of paper, and uses a sepa- 
rate sheet for each,class of error, suggestion or comment. When 
he is ready to write the report he merely sorts his working papers, 
and with full notes before him, with no irrelevant matters con- 
stantly interrupting his train of thought, he proceeds in an orderly 
manner to the close. Is it worth while? What client would fail 
to recognize the value of such consistency? 

Auditors often need exact copies of papers, signatures, etc., for 
future reference or for court proceedings. Usually it is not possible 
to retain the client’s copies. In'such cases the auditor will find it to 
his advantage to have photostats. They can be made in a few hours 
and are not expensive. 

A memorandum for notations relative to errors, criticisms or 
suggestions which are to be incorporated in the report should be 
part of each binder for working papers. In it will be noted in a few 
words references to errors as they are observed, criticisms or sug- 
gestions which are to be submitted in a later report or letter. This 
plan serves as a ready reminder of points to be remembered when 
writing the report, prevents overlooking helpful suggestions which 
were thought of during the course of the audit, and saves searching 
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through all work papers at the close of the audit for matters which 
are to be the subject of comment. 

Another memorandum form that could well be carried with every 
audit which continues from one period to another is a “Follow Up” 
memorandum. In this there should be notation of all matters to be 
cleaned up at the next visit of the auditor. It is most convenient to 
look in one place for all reminders of work requiring further 
attention. 

An audit binder for working papers is used advantageously by 
many auditors. This binder is merely a heavy paper folder, gen- 
erally of legal cap size (that is, 14 inches long and about 9 inches 
wide) with separate pages. In effect it is a number of folders in 
one binder. The audit notes or memoranda on each major topic 
under audit are kept in a separate folder in this binder. These folders 
should be arranged in accordance with a well-defined plan. The trial 
balance is frequently used as a basis; the balance-sheet and income 
statement may be another basis. A good method is to have the 
audit binder so arranged that it can be used as the binder for the 
permanent file. By the use of such a binder all the notes and work 
papers on each topic taken up in the audit will be kept together and 
can be easily found whenever they may be required during the audit 
or when preparing the report. 


PERMANENT FILING OF WORKING PAPERS.—After a report has 
been written great care must be taken to file the working papers 
intelligently and according to a well laid out and thoroughly under- 
stood plan; otherwise serious inconvenience may be met on subse- 
quent occasions when a particular schedule or reconciliation sheet is 
required in a hurry. 

Numerous methods of filing and indexing working papers are in 
use. One frequently found consists of arranging the papers in the 
order of the items on the balance-sheet and income statement or the 
trial balance, numbering the sheets as then arranged, and prefacing 
the set of papers thus filed with a carefully prepared index. Some 
auditors find it convenient to use the trial balance itself as an index, 
placing the numbers of the working papers opposite the trial balance 
items to which they apply. It is pointed out by the advocates of this 
procedure that the figures on the trial balance are a great aid for 
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reference to particular items and the papers relating to them. A 
supplementary index, covering miscellaneous papers which cannot 
be directly identified with items on the trial balance, should be placed 
in the front of the set, if the trial balance itself is used as a general 
index. 

Generally a numerical system of indexing is preferred to a literal 
or mnemonic arrangement. Whatever the method used, the im- 
portant thing to consider is the ease with which data can be found 
long after the completion of the engagement. 


OWNERSHIP OF WORKING PAPERS.—Differences of opinion, re- 
sulting in litigation, have arisen as to the auditor’s lien on or owner- 
ship of his working papers. Sometimes a client asks that “all work- 
ing papers” be returned. This may mean anything from papers lent 
to the auditor, which he should not have retained, to copies of the 
auditor’s report to the client. In the former case the papers should 
be returned at once; in the latter case the auditor should refuse to 
comply. 

The federal revenue acts have contained provisions which have 
been construed, in many cases, by revenue agents to authorize them 
to call upon auditors for their working papers. 

Whether or not this section was broad enough to cover account- 
ants’ reports was submitted to an ex-federal judge, who said: 


I think that the section in question refers to original books, papers, 
records or memoranda from which returns are made, not the report of a 
certified public accountant. If the latter were within the meaning of the 
section, so would any opinion received by a client from a lawyer be within 
the section. I do not think that such an opinion could possibly be con- 
strued to be covered by the section. 


As a matter of expediency auditors usually believe it desirable 
to comply with the request of revenue agents provided nothing is 
contained in the accountant’s report which will work against their 
client’s interests. If, on the contrary, the report covers debatable 
tax points, auditors should suggest to clients that they will be within 
their legal rights if they decline to submit the report to the revenue 
agent. 

In Ipswich Mills v. Dillon (Supreme Judicial Court of Mass., 
July 5, 1927), a former client sent a revenue agent to auditors to 
inspect certain “work sheets.” The auditor refused the request. 
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The former client thereupon sued the auditor for “all papers in your 
possession belonging to Ipswich Mills.” 

In the Supreme Court decision the proceedings in the court below 
were described as follows: 


All the papers involved which were in the defendants’ possession were 
produced by them at the trial. They were examined by the parties, 
grouped, initialled and impounded, awaiting the final decision of the case. 
Group A consisted of papers that originated in the plaintiff’s office or in 
the office of its selling agents, or of someone associated with them, includ- 
ing papers relating to the 1917 Federal Tax return of the plaintiff. The 
defendants conceded that the plaintiff is the owner of these papers in 
Group A, and entitled to possession of them. Group B included copy of 
the amended Federal tax return of the plaintiff for the year 1918, and 
certain papers (not work sheets) relating thereto. In Group C there 
were copies of the plaintiff’s tentative and amended tax return for 
1919 with work sheets and correspondence in connection therewith. In 
Group D were papers and work sheets of the revaluation of the plaintiff’s 
plant assets. The papers in Group E were the defendants’ work sheets 
of their July, 1922, report. Group F included papers, reports, returns, 
copies, work sheets, data, correspondence and memoranda respecting the 
tax’ case, together with some letters originating in the plaintiff’s office. 

It was found by the trial judge that work sheets meant papers on 
which original compilations, computations and analyses are made by 
accountants, which later are gathered together in a summary form and 
the figures rendered in a schedule, exhibit, report or return upon which 
the accountant is working. The judge ruled that the plaintiff was the 
owner of the papers in groups B, C, D and E, and entitled to the imme- 
diate possession of them, the defendants being entitled to take and pre- 
serve such photostatic copies as they desired. With reference to the 
papers initialled F, the judge ruled that the parties were jointly inter- 
ested in these particular papers, with the right in the plaintiff to take 
them temporarily from the defendants. . . 


An appeal was taken. The relevant parts of the Supreme Court 
decision are as follows: , 


Concerning the papers marked B, which consist of “copy of amended 
Federal tax return of the plaintiff for 1918 and certain papers (not work 
sheets) relating thereto,” the judge found “the defendants were under 
employ as accountants,—auditing, checking up and verifying, and making 
a research for the original costs of the plaintiff’s plant assets then in 
use and applying depreciation figures decided upon by the directors with 
respect to the different classes of property. It was work of a character 
requiring accounting skill and experience, and good judgment in reach- 
ing sound and dependable conclusions where original entries were obscure 
or vouchers missing. It was fully paid for by the plaintiff.” We assume 
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that the original tax return was delivered to the plaintiff and the copy 
of this return retained by the defendants. The defendants were not the 
agents or servants of the plaintiff, they were independent contractors. 
In the making of the documents and papers and in collecting the infor- 
mation involved in them, the defendants were independent accountants 
engaged in their own occupation. .. . They had the right to make and 
retain copies of the tax return. It might be necessary to have possession 
of the copies if the accuracy of their work was questioned. There was 
nothing in the contract of employment which required the defendants 
to surrender this copy and in the absence of such an agreement they 
could not be compelled to surrender it. The other papers relating to the 
Federal tax return of 1918, mentioned in Group B, we understand are 
office copies of letters sent by the defendants. The defendants could 
retain copies of these letters as well as copies of the schedules which are 
indicated by the evidence as being a part of the “papers ... relating 
thereto.” This copy of the return and the papers relating thereto may 
have contained information of importance to the plaintiff. The right of 
the plaintiff to restrain its publication is not before us. Even if it be 
assumed that the defendants could be enjoined from the publication of 
the contents of these papers, the title to them was in the defendants. 

Group C consisted of (i) carbon copies of letters from the defend- 
ants to the plaintiff; (2) original letters from the plaintiff to the de- 
fendants; (3) original letters to the defendants from the plaintiff’s 
attorneys; and (4) carbon copies of letters from the defendants to the 
collector of internal ‘revenue. 

The carbon copies of the defendants’ letters to the plaintiff were the 
property of the defendants. The plaintiff did not own these copies and 
was not entitled to their possession. The contract of employment did not 
require the defendants to furnish these copies to the plaintiff. 

The original letters from the plaintiff to the defendants belonged to 
the defendants. They were the recipients, and therefore owned them. . 

The carbon copies of the defendants’ letters to the collector of internal 
revenue did not belong to the plaintiff. Whatever right it may have to 
examine these copies, or take copies of them, which point we are not 
called upon to decide, the defendants’ copies did not belong to the plain- 
tiff ; they were owned by the defendants. The fact that the copies of these 
letters concern the plaintiff is not a sufficient reason for depriving the 
defendants of their property. In writing the letters the defendants were 
not the plaintiff’s servants. 

In Group C there are copies of Federal tax returns. These, as we 
understand from the record, were the defendants’ office copies. The rec- 
ord shows that copies of all returns and schedules prepared by the defend- 
ants for the plaintiff were sent to the plaintiff. Lven if the plaintiff has 
a right to require further copies, a question not involved in this suit, it 
has no right to demand of the defendants the surrender of these office 
copies. They were the property of the defendants. 

The work sheets, as defined by the trial judge, were the defendants’ 
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property. They were made by them while engaged in their own business. 
The paper on which the computations were made belonged to them. 
They were not employed to make these sheets. The sheets were merely 
the means by which the work for which the defendants were employed 
might be accomplished. The title to the work sheets remained in the 
defendants after the computations were made. In the absence of an 
agreement that these sheets were to belong to the plaintiff, or were to be 
held for it, they were owned by the defendants. It may be that these 
papers contained information confidential in its nature and of importance 
to the plaintiff; but the defendants did not receive this information as the 
plaintiff’s servants. .. . The interest of the plaintiff in the information 
collected and copied by the defendants and the confidential nature of this 
information do not give title to the plaintiff of the defendants’ working 
papers. They were made by the defendants solely for their own assistance 
in preparing the tax returns. 

With reference to Group F, the letters addressed to the defendants, 
copies of letters written by the defendants, copies of returns furnished 
to the plaintiff, and work sheets relating to the tax case, are the sole prop- 
erty of the defendants, and this is true of the papers and reports collected 
by the defendants in the preparation of the tax case. The plaintiff is 
not jointly interested with the defendants in these documents. We do 
not understand that any of these reports, papers and returns were prop- 
erty of the plaintiff which had been placed in the defendants’ custody 
by the plaintiff or merely delivered to the defendants. If there are any 
papers belonging to the plaintiff which were lent to the defendants, the 
plaintiff is entitled to them; but as we construe the record, the papers 
referred to in Group F were gathered and collected by the defendants in 
the course of their business, and were not papers of the plaintiff placed 
by it in the defendants’ possession. 

On the record of the evidence disclosed in this case, the defendants 
were under no legal obligation to surrender their working sheets or other 
papers to the plaintiff... . 

It follows that the papers in Group A belong to the plaintiff. The 
other papers and documents belong to the defendants. .. . 


This decision may be followed with confidence in states other 
than Massachusetts. Summed up in the language of the court: “The 
defendants were under no legal obligation to surrender their working 
sheets or other papers to the plaintiff.” 


Final considerations: Detailed or balance-sheet audit?—It 
may be inferred that, having studied the matter from so many points 
of view, and particularly after having had a final interview with 
the client, there remains nothing to do but to begin the actual work. 
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This, however, is not the case. Now comes the most important 
time for calm reflection. Up to this point many factors have been 
more or less uncertain. The client’s understanding of the state of 
his books and the detail in them and the explanations of the clerks, 
together with a survey of the books themselves—all these affect the 
final decision as to what should be done. 

Frequently a client makes the broad assertion that he wants com- 
plete and detail examination of his books. Subsequent inquiry may 
indicate that a first-class system of internal check exists, or that the 
transactions are so numerous that examination in detail is quite un- 
necessary. Therefore the auditor should reserve final decision as 
to the scope of his work until he has inspected the books and inter- 
viewed the staff in charge of them. 

The final point to be decided is this: Shall a detailed or a balance- 
sheet audit be made? These two classes of audits are discussed fully 
in subsequent chapters, but it is desirable that a brief survey of each 
be made at this point in order that we may now completely cover 
every phase of preparation up to the actual work of the audit itself. 

Until there is almost unanimous agreement among auditors and 
their clients to change the term “‘balance-sheet audit”? as used by 
the Federal Reserve Board in 1917 (see Appendix A, page 771 et 
seq., for full details), the author is of the opinion that the term 
should be retained. Likewise, the term “detailed audit” is in general 
use and is easy to understand. Such words as “complete,” and 
“general” are even less explicit than “detailed.” It is probable that 
improvements can be made in the memorandum which was prepared 
by the American Institute in 1917 and accepted by the Federal Re- 
serve Board and the Federal Trade Commission, but the changes, if 
they are to be effective, should follow the same procedure as before. 
When and if the same three bodies agree upon a new classification, 
the profession and the business public will accept their recom- 


mendations. 


THE DETAILED AUDIT.—Whenever a complete examination is de- 
sired or desirable, a detailed audit should be made. In undertakings 
which have no satisfactory internal check the detailed audit is the 
only one which covers income and expenditures for the period under 
audit. This comment applies, therefore, chiefly to the audit of small 
enterprises; but as the organizations which have a complete system 
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of internal check are in the minority, the auditor in many cases will 
have to undertake a detailed audit. But a detailed audit in the sense 
in which the term is used here does not involve the verification of 
every item in the books. 

An auditor must at all times study and think and apprehend the 
need of preparing all his plans on a relative scale. Conceding the 
obvious conclusion that no audit can or should embrace a complete 
verification of all the transactions of the period under review, it 
follows that the process of elimination must proceed scientifically, 
with the definite purpose of covering the weak spots. 

In succeeding chapters the author outlines the procedure for a 
detailed audit in which proper weight is given to the verification of 
the routine bookkeeping, but more stress is laid on other phases of 
the accounts which have been found to be most susceptible to fraud, 
carelessness and ignorance. 

In a detailed audit the income and expenses are verified, in addi- 
tion to the verification of the assets and the liabilities, and compre- 
hensive tests of the cash receipts and disbursements are made. 

Where there is a satisfactory system of internal check, the auditor 
is not expected, and should not attempt, to make a detailed audit 
The word “satisfactory,” however, is used advisedly, for many a 
large corporation with a comptroller and a force of staff auditors 
lacks a complete system of internal check. 

If the staff auditor is also an officer in the business, he is seriously 
handicapped when he endeavors to check the records of other depart- 
ments of the organization. There are so many opportunities to im- 
pose administrative functions upon him that his supervisory and 
auditing duties shortly become hopelessly entangled. Frequent evi- 
dence of the existence of this condition of affairs is seen in the 
discovery of defalcations by officers who were not supposed to have 
access to funds or securities. 

If the staff auditor is a clerk, his position is still more difficult to 
maintain. If his superiors are dishonest, he soon has to choose be- 
tween dismissal and silence. Therefore the mere statement that an 
auditing department exists is not enough evidence in itself to obviate 
the necessity for a detailed audit. 


BALANCE-SHEET AuDIT.—If the auditor has satisfied himself that 
the system of internal check is adequate, he should not attempt to 
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duplicate work which has been properly performed by someone else. 
His duty then is to verify the assets and liabilities, and to make such 
an analysis cf the income account as will enable him to certify that 
it has been properly stated. 

But there is a much wider field for balance-sheet auditing than 
this. Many, if not most, bankers are now aware of the value of 
certified statements from borrowers or prospective borrowers, and 
there are vast possibilities in this class of work. The auditor who 
can undertake these engagements with a clear conception of what is 
to be covered, and, more important still, what should be omitted, has 
a tremendous advantage over the auditor who does not understand 
the peculiar circumstances which surround this class of work. Bal- 
ance-sheet audits are also required in many other cases. The 
author, in a later chapter, attempts to set forth as concisely as pos- 
sible what, in his opinion, should be done in a balance-sheet audit, 
and what need not be done, and what should not be done. 


Cash audit.—Many attempts to limit an auditor to an examina- 
tion of cash records have resulted in incomplete and unsatisfactory 
work, or the audit has naturally extended into other records comple- 
mentary to the cash account, which, of course, are vitally necessary 
to a proper audit. 

A professional auditor probably should not refuse point-blank 
to make a so-called cash audit when requested to do so, but he should 
explain fully and carefully that fraud and carelessness generally 
lie in the transactions which do not reach the books; that the cash 
account in itself is only a portion of a system, every part of which 
depends upon and dovetails into the others. He should explain that 
to accept a cashbook as correct is unwise, because it is not what is 
in the book and accounted for that is of interest, but rather what is 
not there, evidence of or clues to which may possibly be found in the 
other books and records. 

When the auditor has agreed to make a cash audit, he must en- 
deavor to verify all receipts and vouch all expenditures, and as far 
as possible he must correlate them with what should be the facts. 
The cash balances at the beginning and end of the period should be 
verified. 

The audit of institutional accounts, sometimes referred to as a 
cash audit, should not be so regarded. In all such cases questions of 
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accruals, etc., must be considered even though the books are kept on 
a cash basis. Neither should the term “cash audit” be applied to par- 
tial or continuous audits, when part of the work incidental to an 
annual audit is done during the year. When there is any verification 
of assets or liabilities the audit is not a cash audit. 


Cost audit—In many instances the cost system receives only 
perfunctory supervision from the management. The officers are 
keen about results, but it requires patience as well as skill to verify 
the adequacy and accuracy of a cost system. Naturally, the super- 
vision is more effective when the cost system is co-ordinated with 
the general books, but the mere fact that the accounts are co-ordinated 
does not prove their accuracy. 

In verifying the inventories of work in progress, etc., the auditor 
will find it necessary to conduct at least a partial audit of the cost 
system. At other times he may be asked as a special engagement to 
audit the cost system. 

In the case of balance-sheet audits, when the time is limited the 
audit of the cost system may be deferred until a more leisurely and 
comprehensive examination can be conducted. 

In preparing a program for an audit of a cost system the fol- 
lowing items, and others, will require attention: 


Purchases 

Stores 

Material cost 

Labor 

Overhead . 
Waste and defective work 

Cost summaries 

Production summaries 

Sales summaries 

Monthly statements 


Audit of cost system.—In examining the cost system in use the 
auditor has really two main functions to perform: 

First, he should make from time to time a detailed cost audit, 
covering such matters as the preparation and distribution of the 
pay-roll, the reporting of all materials delivered to or requisitioned 
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from the various storerooms and the distribution of overhead ex- 
penses. He should ascertain whether materials, supplies and manu- 
factured articles are all properly stored or the shop is able to get 
some materials without proper requisitions, etc. He should see that 
all incoming materials are properly accounted for and that all invoices 
are posted to the perpetual stock records; also with reference to 
such matters as shipping reports showing the outgoing product, he 
should ascertain whether or not these are properly recorded in a 
sales register and to what extent the cost of sales is revised from time 
to time. 

Second, he should be prepared to state whether or not the client 
has an adequate and suitable cost system. 

If the concern manufactures various classes of products, it is 
rarely accurate to use a flat burden percentage for all products. 
Under certain conditions burden may be divided among the various 
operating units or departments and an individual rate used for each 
department. Burden percentages may be based on the dollar of 
productive labor, or on the unit of output, or in some cases where 
the hourly rates of pay vary considerably within the same depart- 
ment, the burden may be applied on the basis of time at a pre- 
determined rate pet hour. In still other cases it will be advisable to 
use a machine-rate basis. The machine rate should be a group rate, 
preferably, and not an individual rate for each machine. Burden 
rates should not be designed to absorb the entire overhead when the 
volume of production falls below normal output because it would 
inflate inventories and represent costs at high figures which could 
seldom be used in gauging selling prices. 

There are two principal sources of cost information, namely, labor 
as reported from the shop and material as reported on material 
requisitions. To obtain accurate labor costs there must be a well-laid- 
out timekeeping procedure effective in the shop. The plan of allow- 
ing workmen to make out their own time cards should be discouraged 
wherever possible, and timekeepers or dispatch clerks should be 
employed. A distinction must be made in the reporting of all time 
between direct and indirect labor. The former is a direct cost, 
whereas the latter becomes a part of the overhead, which includes 
indirect material, and the proper proportions of such general expenses 
as taxes, insurance, depreciation, general office, etc. Direct labor 
should be reported by production-order number or, in the case of a 
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class-cost system, by class number, or, in the case of an operation- 
cost system, by operation number. Regardless of the method of re- 
porting time, the time reported from the shop should be thoroughly 
checked with the hours shown by the pay-roll. 

In the case of material issued, proper requisitions made out iW 
responsible parties should come to the storeroom and after material 
is issued these requisitions should be entered on the perpetual stock 
records and be priced. These requisitions later become the basis for 
journal entries recording the material withdrawn. 

The auditor should be in a position to know almost intuitively 
whether or not the client is spending too much effort in finding his 
costs—that is, whether he has the most suitable type of cost system 
or not. The number of time cards per day per worker and the num- 
ber of material requisitions handled will quickly determine whether 
or not a special-order cost system is too complicated. If so, perhaps 
the product can be classified or perhaps a common unit of measure- 
ment can be found for the various operations, thus simplifying the 
entire cost scheme. 

To sum up, the cost system first of all must be of the proper type 
for the particular industry concerned; second, it must be tied up 
with the general accounts ; and, third, it must be capable of operation 
in such a way as to afford a basis for the valuation of inventories and 
also for the speedy compilation of the monthly cost-of-sales figures. 
Furthermore, it should give to the management a statement of indirect 
expenses by departments as a guide in establishing future burden 
rates, etc. 
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The question whether a detailed audit should be made or a balance- 
sheet audit will accomplish the desired end, depends to a considerable 
extent upon the existence of a satisfactory system of internal check. 

Such a system implies that the accounting records, methods and 
details generally of an establishment are so laid out that no part of 
the accounts or procedure is under the absolute and independent 
control of any one person; that, on the contrary, the work of one 
employee is complementary to that of another; and that a continuous 
audit is made of the details of the business. 

In a balance-sheet audit, when it has been found that no satis- 
factory system of internal check exists, it is not customary to com- 
ment upon the omission in the auditor’s certificate. When the lack 
of a system of internal check seriously affects determination of the 
amounts of assets and liabilities, some notation to that effect may 
be required in the certificate. 

Usually criticisms of the system of internal check should be sub- 
mitted to the client in a letter or separate report. It is not a minor 
matter and failure to mention it may cause embarrassment later. 


System must be studied when balance-sheet audit is made.— 
Many large corporations have auditing departments within their own 
organizations upon which the directors and management depend to a 
considerable extent for the verification of the detailed records, the 
safeguarding of funds, etc. The extent to which the professional 
auditor can rely upon this department must be decided in each case 
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with knowledge of the particular conditions under which the depart- 
ment functions. A balance-sheet audit in most cases will be quite 
independent of the internal audit, but, if the operations of the period 
are to be certified, it will be necessary to determine the adequacy 
of the test of detailed entries and, therefore, to give careful consid- 
eration to the auditing department. 

The program of the auditing department should be studied care- 
fully. A tremendous volume of sales, purchases, receipts, disburse- 
ments, etc., makes it absolutely necessary for the public accountant to 
rely upon “test and scrutiny” of the detailed entries and, therefore, to 
depend partially upon the internal audit. Employment of a large 
corps of juniors, engaged for weeks in checking routine transactions 
which, in the opinion of the management, have been safe-guarded 
by every conceivable device, will not impress the management as a 
good investment, and it is to be avoided so far as is consistent with 
the auditor’s duty to himself and to the public. The audit program 
of the professional auditor should be designed to make the greatest 
possible use of the internal audit and to supplement, particularly, the 
features in which it is found to be incomplete. 

In practically all cases, the internal audit will include a verification 
of bank balances, petty-cash funds and current assets held at branch 
offices. If it includes also periodical confirmations of accounts re- 
ceivable, tests of book-inventory records by physical count and a 
continuous audit and approval of voucher-checks prior to signature, 
it will be considered complete. Little attention is usually given by the 
auditing department to property accounts, depreciation and depletion, 
questions of accounting principle or of policy or the form of the 
company’s published financial statements. It is not intended to sug- 
gest that all work done by the auditing department may be omitted 
by the outside auditor, but rather that the program of the outside 
auditor, if it is to be planned intelligently and to avoid a waste of 
time and effort, must be designed with full knowledge of the extent 
of the internal audit. 

Theoretically, the auditing department may be entirely inde- 
pendent of the comptroller’s or treasurer’s office, but in fact the chief 
accounting officer may determine the internal-audit procedure. The 
more independent the auditing department is from the accounting 
department, the more reliance can be placed upon its work by the 
outside auditors. 


Ch. 5] SYSTEM OF INTERNAL CHECK 69 


The employees of the auditing department, it must be remem- 
bered, are employees of the company and have the point of view 
of the management. They may be trusted to a certain extent to 
protect the interests of the company from dishonest employees, 
customers and vendors, but they will not have the neutral attitude 
of the public accountant, who will consider the interests of the 
creditors and the public as well as that of the management. This 
managerial influence, of course, affects the reliance which may be 
placed upon the work of the auditing department as to matters of 
principle—such as the policy with reference to capitalizing property 
expenditures, etc.—as distinguished from insuring the integrity of 
the accounts. 

The outside auditor may wish sometimes to make suggestions and 
recommendations about the work of the auditing department. He 
will do well to discuss the matter orally with the chief staff auditor, 
who will probably welcome suggestions. The outside auditor will 
be more likely to induce the adoption of his suggestions and the sub- 
sequent co-operation of the auditing department if he avoids the 
appearance of belittling the work of the internal organization. Of 
course, if any evidence of failure of the internal audit is noticed 
during the audit, this condition must be reported to those who have 
power to correct it. 


Details of system of internal check.—Although the details of 
a system of internal check vary somewhat in different cases, the fol- 
lowing general points usually require careful attention. 


INCOMING MAIL.—Proper provision should be made for safe- 
guarding incoming mail, so that cash received may not be misappro- 
priated by the cashier. The opening and handling of incoming mail 
should be in charge of some responsible person, preferably under the 
supervision of an officer of the company. All remittances should be 
listed and the list subsequently compared with the cash records. 
Where the cash items are not listed at the opening of the mail, there 
is practically no internal check on cash receipts. It is impossible 
for the person opening the mail to remember the nature or amount 
of all or even a fair proportion of the items received. Furthermore, 
even if it were possible, memory would not be an efficient check. If 
any independent control at all is to be exercised, the cash items must 
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be listed at once and the list must subsequently be compared with the 
cash records. 


Casu.—All money received, whether in the form of checks or 
cash, should be deposited in the bank daily. 

All cash payments should be made by checks signed by one of 
the principals and supported by a duly authorized voucher. 

Treasurers or their authorized agents have been known to exam- 
ine vouchers one day and signed checks the following day. The 
vouchers should be inspected when the checks are signed. 

Small payments in currency should be made from a petty-cash 
fund set aside for that purpose. There should be receipts or vouchers 
for all disbursements from this petty-cash fund, and the cashier 
should prepare frequent statements of disbursements made from it. 
Upon surrender of these statements accompanied by the vouchers 
or receipts, certified by the cashier as to correctness of the items, 
he should be reimbursed by check for the total amount shown by the 
statements. This should be done also at the close of each fiscal 
period. 

The cashier should not have access to any of the individual 
ledgers nor to statements sent to customers. When bookkeeping 
machines are employed, the accounts receivable may be posted 
directly from the checks or “memo of currency received.” The 
posting, the entry on the customer’s monthly statement and an entry 
on the “proof sheet” can be made in one operation. To avoid a 
duplication of work, these proof sheets will serve as a detail listing 
of the cash receipts. The daily total only need be entered in the 
cash book. A separate listing of all of the items for entry in the 
cash book would provide a suitable check on fraud, but would in part 
defeat the purpose of the system. This departure from the rule 
must be scrutinized because of the possibility of forged indorsements 
of customers’ checks. Speed is desirable—but so is precaution 
against fraud. 

The bank balance should be reconciled monthly by the book- 
keeper or someone other than the cashier, if possible. The outstand- 
ing checks should be listed, and the balance shown to be in bank 
should be reconciled with the cash book balance. Payments covered 
by checks of large amount which are listed as outstanding for more 
than thirty days should be investigated. 
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INVOICES FOR PURCHASES.—The issuing of orders for purchase 
of goods or materials is one of the most important duties in any 
organization. While in smaller concerns this work is frequently 
performed by a principal, in large enterprises it is usually necessary 
to delegate the work to an employee. 

One person should be responsible for all purchases. Requisitions 
from the various departments should be sent to him and formal 
orders should be issued from his department, or else all orders issued 
should be subject to his approval. 

Every purchase requisition should bear a number, be properly 
dated and have a notation indicating the department in which it 
originated. As a general rule orders should state prices and exact 
quantities required. 

Purchase orders should contain instructions and conditions which 
will facilitate the delivery of the goods and the preparation of correct 
invoices as well as protect the client in case of controversies relative 
to prices, deliveries, etc. The purchase department should have suffi- 
cient data relative to quotations, prices, etc., to enable the company 
to determine whether purchases are being made at the best possible 
prices or not. 

The question of, transportation charges or allowances should be 
investigated and a special notation should be made wherever the 
freight charge or allowance is to be charged to the shipper. 

Duplicate copies of every order should be retained, and one of 
these copies should have a blank space suitable for entering the date 
and amount of invoices received applying against that order. This 
will make it more difficult to pass a duplicate invoice. 

A careful record of all goods received should be made. In some 
of the larger concerns copies of orders from which the quantities 
and prices have been eliminated are sent to the receiving clerk for 
his information. Then, upon receipt of the goods, the receiving clerk 
enters the quantities and sends the copy of the order to the account- 
ing department to be compared with the invoices. For purposes of 
internal check or even for auditing purposes the receiving record is 
of little value unless it contains in detail the quantity and the descrip- 
tion of every item. 

In some concerns, notably department stores, purchase invoices 
are registered before they are sent to the receiving room or to the 
various buyers. After an invoice has been passed by a buyer it is 
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returned to the registry office, checked off in the register and sent 
to the accounts-payable division for entry in the purchase record. 
The invoice register is used as a means of keeping track of invoices, 
and it has a further use in determination of the liability for mer- 
chandise in transit or merchandise held in the receiving room, as 
the open items on the register should represent the total of merchan- 
dise still held in the receiving room, not officially received, plus mer- 
chandise en route. 

If the receiving clerk is not competent to pass upon quality, he 
should ask for the assistance of someone who is competent from one 
of the other departments. The responsibility for comparing the 
invoice with the order, the checking of quantities, quality, prices, and 
extensions should be indicated by the initials of those who have 
conducted each operation. 

Before they are sent to the treasurer for payment, invoices should 
be approved by the executive in charge of the accounting depart- 
ment; and when the check is drawn the fact should be noted in some 
manner on the invoice, to avoid a second payment. If the voucher 
system of payment is not used, the stub of the check or the check 
register should contain sufficient information to enable the bookkeeper 
to identify the items paid. The accounts-payable accounts should 
be balanced at regular periods. The shipping clerk should keep a 
separate record of purchases returned to the original shippers and this 
record should be systematically checked to see that proper credits 
are received. 

Where companies make purchases for employees the internal 
checks should be the same as for other purchases, namely, approved 
requisitions, orders, receiving slips, vouchers and payments. But 
even with such internal checks it is possible that some purchases for 
employees may be charged to expense accounts. For this reason it 
is important to audit the expense accounts which might be charged 
with purchases for employees. An adequate test for auditing pur- 
poses would involve an examination of all invoices from concerns 
from which purchases are frequently made as accommodation for 
employees and others. 


SALES INVOICES._—A systematic record should be made of all 
orders received. When shipments are made shipping orders should 
be compared with the sales orders on which appropriate notations 
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should be made. Invoices should then be prepared from the sales 
orders. 

The quantities, prices, extensions and additions of all sales in- 
voices should be checked at least once before the invoices are sent 
out. This checking should include a comparison with the customer’s 
order or an abstract of it. 

Whenever possible, the duplicate copy method of writing the 
sales book should be used and the first carbon copy of the invoice 
should become the sales record. This plan supplies in the sales book 
an exact copy of the invoice sent out which is admissible as evidence 
in court. 

The receiving clerk should keep a separate record of sales re- 
turned. This record, subject to the approval of somebody in au- 
thority, should be the basis for rendering credits to customers for 
goods returned. 


CusToMERS’ AccounTs.—As stated previously, the employee in 
charge of cash receipts should not have access to customers’ ledgers. 

Allowances should not be made, except upon written approval 
from proper authority ; and journal entries to close out accounts, such 
as bad accounts, should be supported by official authorization. 

If customers’ accounts are kept in subsidiary ledgers, the sub- 
sidiary records should be balanced with the controlling accounts at 
regular periods. 


CoLLecTIONs.—Some systematic method should be followed in 
the collection of accounts. In larger concerns this matter should be 
in charge of a separate department. In any case it should not be 
left entirely in the hands of the bookkeeper. 


Pay-RoLts.—The method of preparing the pay-rolls should be 
so devised that every step receives an independent check by some- 
body other than those in direct charge of the work. A record 
should be kept of the name and rate of pay of each employee, and 
no entries should be made on this record, either additions or other 
changes, without proper authority in writing. In large establishments 
an employment department should be separately maintained. The 
pay-roll record should be compared with the employment department 
records as to name, date, when employee entered and left the service 
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and rates of pay. Payments of money to employees should be made 
in the presence of two or more persons, and both the paymaster and 
the witness should sign the pay-roll sheets as evidence of payment. A 
list should be made of all pay envelopes left over, and should be 
handed to the accounting department as soon as it is completed. The 
accounting department should inspect all receipts for amounts sub- 
sequently paid, and should verify the entry made for the balance 
of the envelopes. 


StocK RECORDS.—Where practicable, a perpetual inventory of 
stock on hand should be maintained. The quantities shown by this 
inventory should be verified from time to time by comparison with 
the goods. An entry should be made of all material purchased or 
manufactured when received in the storeroom, supported by a receiv- 
ing report. No material should be issued without a requisition, which 
in due course will be entered in the stock records. 


Vacations and rotation of work.—Every member of the office 
staff should be required to take a vacation at least once a year. It is 
advisable to transfer employees from one position to another more 
or less frequently, depending upon the class of work which they per- 
form. Changing persons from one position to another often in- 
creases efficiency by relieving part of the monotony of routine work. 


Branch-office accounts.—Where branch offices are purely sales 
offices, it is customary to pay the minor expenses of the office from 
a petty-cash fund advanced to the branch. Report of petty disburse- 
ments accompanied by vouchers is sent to the home office periodically, 
and a check is then drawn to reimburse the branch petty-cash fund. 
The auditor should examine these reports and the vouchers accom- 
panying them. The reports should show the approval of the person 
in charge of the branch office, and in some cases it is desirable that 
each voucher should show the proper approval. Office boys have 
been known to raise the amounts of express bills before the bills were 
presented to the local cashier for payment. The auditor should, of 
course, examine closely any bills which show indications of erasures, 
and he should make further investigation if the facts warrant. 

If invoices are rendered and customers’ accounts are kept at the 
branch office, it may be that a complete system of internal check 
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will make it unnecessary for the auditor to visit the branch office, 
although such cases are rare. 

Some companies, largely because of the nature of their business, 
have an almost infallible check on their branches. A_ perpetual 
inventory of all goods shipped to or purchased by the branch is kept 
at the home office. Copies of all bills rendered by the branch are 
sent to the home office, where either a controlling account of the 
branch customers’ ledger or a duplicate set of customers’ accounts 
is kept. A trial balance of the branch ledgers is sent to the home 
office at the end of each month; copies of all credits rendered and 
journal entries made are also sent to the home office, where they are 
carefully inspected before approval. Cash collections are deposited 
in a local bank account, over which the branch has no control and all 
checks on this account are drawn at the home office. By the use of 
carbon paper, copies are made of the branch-office cash book and one 
of these copies is sent to the home office each day, accompanied by 
signed duplicate deposit slips. Statements and paid checks are sent 
direct to the home office by the local bank. Disbursements for petty 
expenses at the branch are made from a petty-cash fund such as has 
been described. The auditor’s duty in cases of this kind is to see 
that the system as planned is carefully carried out at the home office. 
and he should make such tests as may be necessary to satisfy him- 
self that this is being done. 

Irrespective of the system of internal check, the auditor must 
verify the conversion values of assets and liabilities of foreign 
branches and subsidiaries. These will be discussed in Chapter 29, 


page 653 ef seq. 


Use of mechanical devices for internal check.—An adequate 
system of internal check presupposes an organization large enough 
to permit a complete segregation of functions, so that no employee 
will perform two or more functions so related that his errors or acts 
of fraud can remain undetected. 

Many mechanical devices designed to assist employers to assure 
their employees’ honesty have proved valuable in other respects as 
well, while some other devices, invented primarily to save labor, 
have been unexpected aids in maintaining the system of internal 
check. The familiar story of the storekeeper, who upon failing in 
business sold out to his clerk, whose first act upon taking possession 
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of the establishment was to install a cash register, by reason of which 
he did not fail, illustrates the need for one kind of mechanical aid 
whose fundamental purpose is to prevent thefts of cash, or if they 
occur, to indicate their amount and to point to the thief. While cash 
registers, properly used, are of value for their prime purpose, many 
of them have added value in that they also classify the cash receipts 
and provide a record of payments. In retail businesses, a particularly 
effective check is obtained when the amount of the sale is recorded 
by a register at one place and the amount printed on the sales check 
is paid to a cashier at another. The total cash received by the 
cashier must agree with the total of the sales registered by the 
machine. In many instances these register records can be used as a 
check of the stock on hand as well as of the cash. 

The use of tabulating machines has been widely extended in 
recent years. The auditor should become familiar with their ad- 
vantages and limitations, and when he finds them in use he should 
endeavor to ascertain if full advantage is taken of their possibilities. 
Where they are not employed, and the client’s business involves 
transactions which seem to warrant their use, the auditor can often 
be of service to his client in suggesting their introduction. 

While labor saving and time saving are primarily to be con- 
sidered in the introduction of equipment such as tabulating ma- 
chines, yet in adjusting the accounting system to take advantage 
of their possibilities attention should be given to their use in 
strengthening the system of internal check. One example will suffice 
to illustrate how mechanical equipment of the Hollerith or Powers 
type can be utilized in that way. In a manufacturing plant, where 
operations are based on shop orders, specially designed punch-cards 
can be used for recording all the information relative to the labor 
performed. Such information should include operator’s name and/or 
number, date of operation, shop-order number, nature of operation, 
time spent on operation, quantity of articles produced, labor rate 
(per hour or per piece), and any other data needed to show the 
labor cost of the shop order. A separate card should be filled out 
to cover the work done each day applicable to a given shop order. 
Thus, by sorting the cards by date, operator and occupied time, it 
will be possible to obtain the total number of hours a man spent on the 
job, and to compare this record with his clock card or with the time- 
keeper’s record. In this way any attempt to pad the pay-roll through 
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the use of fictitious clock-cards or by having authorized cards im- 
properly punched by employees’ friends could be detected. Chains 
of retail stores have also found such machines valuable in providing 
a check on inventories. 

The alert auditor will familiarize himself with the various types 
of mechanical equipment (many of which are briefly described in 
Chapter 31, page 675 et seq.) designed to aid in the production of 
' complete records for office and factory, and he -will be able to advise 
his clients as to their usefulness in the solution of their particular 


problems involving the maintenance of an adequate system of internal 
check. 
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The general principles underlying the audit of all assets which 
appear or should appear on the balance-sheet will be discussed in 
this chapter. 

As the requirements of credit grantors compel correct grouping 
or classification, the terms will be explained, defined and discussed. 
The audit of current assets will then be outlined, following the order 
in which the assets appear in the best form of balance-sheet. 


General principles——The underlying principles of a balance- 
sheet audit may be expressed in a few sentences. These principles 
are not subject to change to fit particular businesses or special sys- 
tems of account. They are few in number and can be applied gen- 
erally. They are as follows: 

The auditor must ascertain— 


1. That all the assets shown by the books as having been owned 
at a certain date were actually on hand and were properly 
valued. 

2. If any other assets, not on the books, should have been 
recorded. 


3. That the liabilities shown by the books as owed at a certain 
date were actual liabilities. 
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4. Whether or not all liabilities were shown by the books and 
that contingent liabilities are set up in some form. 

5. Whether or not the liabilities shown were properly incurred. 

6. That the surplus and the income accounts are properly 
stated. 

7. That the capital-stock accounts are in order, with proper 
authorization for all issues and that no stock of any class 
has been issued in excess of the authorization. 


There are temporal, physical and other limitations upon the ap- 
plication of ail these principles in every audit; nevertheless as a 
general program there is nothing that can well be omitted from the 
list. Much of the work which has to do with large and well-managed 
concerns may be called an examination rather than an audit, but when 
an audit is called for the auditor should give close attention to the 
ideal audit program and not omit any phase of verification unless 
and until he is satisfied that the omission will be justified. It has 
been stated aiready that the utmost for which he can legally be held 
responsible is due diligence in the application of care and skill. His 
professional responsibility calls for something more. It is this 
“something more” which often differentiates the successful from the 
unsuccessful auditor. One studies the possibilities and takes advan- 
tage of the experiences of others; the other stumbles along relying on 
his own experience which, inevitably, falls far short of the ideal. 

In the following pages the general principles are discussed and 
the work incident to a balance-sheet audit is explained. 


Limitations of balance-sheet audits must be understood.— 
In arranging for a balance-sheet audit, the distinction between an 
audit of that character and a detailed audit should be pointed out to 
the client. 

Sometimes after a balance-sheet audit, which was specifically 
requested in writing, is made and the report rendered, it is discovered 
that petty defalcations have been going on for a long time. It 1s 
natural for the client, in such a case, to criticize the auditor; but if 
the latter has written instructions to which he can refer, he can 
clearly show that the detection of the small theft was not within the 
scope of the audit. If, however, the auditor is careless about the pre- 
liminary arrangements and neither explains orally nor puts in writing 
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the limitations of a balance-sheet audit, he will find himself in an 
embarrassing position and will be fortunate if the worst that happens 
is the loss of the client. 

Although an auditor cannot be held liable in money damages 
unless negligence is proven, a jury may find that a client who in- 
structed a professional auditor to “make an audit,” without mention- 
ing any limitations, can reasonably expect the details of his accounts 
to be fully covered. For instance, an auditor when making a balance- 
sheet audit rarely proves the footings of the petty-cash book; but if 
it is afterwards found that these footings have been systematically 
overstated and the client has been defrauded, an auditor’s freedom 
from liability for negligence may rest entirely on the conditions of 
his engagement. 


Balance-sheet audit program.—The auditor should procure a 
trial balance of the general ledger at the outset of his work and use 
it as a guide to subsequent investigation. The accounts should be 
transferred to or posted on columnar paper with separate columns 
for asset and liability, for profit and loss items and for adjustments, 
leaving columns for the adjusted, final figures. 

When the books have been closed, the columnar sheets will take 
the forms of a trial balance after closing (balance-sheet) and of a 
statement of the surplus and profit and loss account for the period. 

If no changes are to be made in the client’s figures the work inci- 
dent to the preparation of one’s own figures might be considered a 
waste of time, but almost invariably there will be subsidiary and 
detailed accounts which will be aggregated in the balance-sheet, and 
for these and other reasons the auditor should not fail to adhere to 
the general ledger trial balance as a basis. When adjustments are 
required (as they usually are) the auditor has the cumulative mate- 
rial for his balance-sheet. When the last adjustment is posted to his 
adjustment columns the balance-sheet is finished. In most audits, 
any attempt to prepare a final balance-sheet until the audit is com- 
pleted means unnecessary work. 

Whether a detailed trial balance as of the beginning of the period 
is used or not the auditor should inspect the revenue and expense 
accounts for the audit period to test their reasonableness and to note 
any unusual items. When the audit begins before the books are 
closed, a tentative or the last available trial balance may be used. 
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If it is feasible to prepare a tentative balance-sheet and income 
account from the trial balance which is available, and if the adjust- 
ments are not numerous, there is no objection to preparing such 
statements somewhat in detail, and both preferably in comparative 
form, and then using these statements as a basis of all audit work. 

The procedure is to verify all the enumerated assets and liabili- 
ties, to make sure that all the assets and liabilities are reflected in 
the statement, and to analyze the items of the operating statement 
and make comparisons with corresponding figures of the previous 
year. As far as possible, comparisons should also be made between 
the two statements to ascertain that the income which should arise 
from the assets has been accounted for, that depreciation, expenses, 
etc., which should relate to the assets have been allowed, that interest 
accrued on liabilities has been set up, ete. 

This is usually described as an audit from the balance-sheet and 
income account and its proponents claim that the program is much 
to be preferred to an audit from the trial balance, although the 
latter method seems to be followed by most auditors. 

In the author’s opinion both methods should be used. When 
many adjustments must be made, experience has shown that col- 
umnar paper, providing for unlimited changes, is the most convenient 
and accurate. When the final figures are available and experience 
justifies the belief that they are trustworthy, the immediate prepara- 
tion of the balance-sheet and income account and their subsequent 
use as a basis for the audit work will undoubtedly save time without 
sacrifice of accuracy. 

The auditor must use great care at the close of each audit to 
provide easy and quick means of identifying his adjusted balances 
with the book balances, because he will have to deal with the latter in 
the next audit. The auditor will work from his general ledger trial 
balance or tentative balance-sheet and prove the accuracy of each 
item. 

One important point to be kept in mind in a balance-sheet audit 
is that an entry on the books which purports to record an asset is 
nothing more than a book record, and there can be no good excuse 
for accepting such an entry as final. The data supporting the entry 
may be in order, but it is the auditor’s duty to verify independently, 
as far as possible, the fact that the asset still exists, or did exist at 
the date of the balance-sheet and that it is valued correctly. 
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In Appendix A will be found the complete text of a tentative 
proposal for uniform accounting submitted in 1917 by the Federal 
Reserve Board “for the consideration of banks, bankers and banking 
associations; merchants, manufacturers and associations of manu- 
facturers ; auditors, accountants and associations of accountants.’ It 
gives an outline of the work to be done and the statements to be 
submitted in the case of a balance-sheet audit. It was prepared pri- 
marily to assist bankers. It is assumed that accountants will submit 
balance-sheets as nearly uniform in their arrangement as possible. 
In addition, it is the intention of the Federal Reserve Board that 
balance-sheet audits shall be performed in such a manner that the 
banker can reasonably rely on the accuracy of the items appearing 
in the balance-sheet. 

The proposal states that the scope of a balance-sheet audit of an 
industrial or mercantile corporation or firm comprises a verification 
of the assets and liabilities, a general examination of the income 
account, and, incidental thereto, an examination of the essential 
features of the accounts. 


OPENING TRIAL BALANCE.—When an initial audit for a stipulated 
period is being made, or when an investigation is to include the 
verification of the earnings for a given number of years, it is neces- 
sary to inspect the trial balance and the balance-sheet at the open- 
ing of the period. This opening trial balance should be studied and 
the important items should be examined sufficiently to ascertain 
whether or not the accounts are on comparable bases. If they are 
not, it is evident that, even though the closing balances may be cor- 
rect, the earnings for the period cannot have been correctly recorded 
on the books. For example, if the inventory has been valued on one 
basis at the beginning of the period and on a materially different 
basis at the end of the period, the cost of sales as stated on the books 
for the period is obviously incorrect. Again, if the allowance for 
doubtful accounts was grossly inadequate at the beginning of the 
period and adequate at the end of the period, the operations of the 
period under review have been overcharged for bad debt allowances. 


Analysis of assets.—Assets are divided into current, fixed and 
miscellaneous. It is possible to classify most asset items as current 
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or fixed, but there are accounts, such as discount on bonds and certain 
claims, which are usually stated separately. 


CURRENT ASSETS.—The current assets are called “quick,” or “float- 
ing,” or “liquid,” or “working.” The author prefers the term “cur- 
rent” for those assets which represent cash or items which will be 
or are intended to be converted into cash during the current opera- 
tions of the business. The purpose is the criterion. 


DEFINITION OF TERM “CuRRENT Assets.”’—Current assets are 
those which in the regular course of business will or can be readily 
converted into cash within one year, (including, of course, cash on 
hand). To this rule there are exceptions which will be discussed 
hereafter. 

The agreements under which many issues of preferred 
stock, notes, bonds and other obligations have been sold, contain 
stipulations as to the percentage ratio of current or quick! assets to 
current liabilities, or the reference may be to “net current assets.” 
The absence of uniform practice is recognized in most cases by the 
enumeration of the specific items which comprise the assets and lia- 
bilities to be included. The main purpose of the provisions is to 
prevent any undue depletion of the net current assets. It is be- 
- lieved that good accounting practice is well enough settled to justify 
definitions which will control the classification on any balance-sheet 
and do away with the necessity for specifying the items to be included. 
In some agreements deferred assets are excluded from the definition ; 
in many carefully worded agreements prepaid items are specifically 
included. A definition or classification which excludes all deferred 
assets may work an unintentional hardship. Substantial savings are 
made by prepaying interest, insurance and similar items ; therefore no 
definition should be so inelastic as to compel the omission of deferred 
asset items irrespective of the merits of the case. It might be possible 
to invent ledger captions which would help to evade specific provi- 
sions, whereas if the intention is clear and the definition is elastic 


there can be no evasion, 


1 As the words “quick” and “current” are synonymous and the latter is in 
more general use, it will be used exclusively. In bankers’ circulars the words 
are used interchangeably in referring to the same items. In the balance-sheet 
of one well-known concern the words “current,” “quick,” and “working” are 
used interchangeably. 
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To settle first the matter of intention, it can be said that there is 
little controversy about the meaning of the term “current assets.” 
Excluding those which have been converted into cash the term in- 
cludes only those assets which are for sale in the ordinary course of 
business. If any doubt exists concerning a specific item it can be 
settled by the answer to the question: “Is it desirable or is it the 
purpose of the business to convert this asset into cash at the earliest 
practicable moment?” This is not an entirely satisfactory definition 
because it permits the inclusion of “slow” assets and others which 
could not be dispensed with unless the business were to liquidate; it 
lays down no rule for valuing inventories ; it omits prepaid expenses. 
Where the intention is clear, the definition also can be clear. The 
intention with reference to a going business is to include all items of 
a “cash” or realizable nature as distinguished from fixed or unrealiz- 
able assets. If we discuss what must be excluded, we shall better 
understand what to include. 


DEFERRED ASSETS WHICH ARE CURRENT.—The practice which 
excludes all so-called deferred assets as something of less importance 
than fixed assets rests on an erroneous and inconsistent theory. It 
is recognized by all authorities that a reasonable amount of overhead 
expenses may be included in inventory valuations. Accrued expenses, 
such as insurance, rent, etc., up to the date of the balance-sheet are 
classified as current liabilities. The proportion of the same items 
prepaid at the date of the balance-sheet is quite as truly an asset. 


TANGIBLE AND INTANGIBLE ASSETS.—In addition to the segrega- 
tion of assets into current and fixed, another classification is often 
used, viz., tangible and intangible. These terms are defined on page 
202. 


WorKING ASSETS.—The term “working assets” is sometimes used 
synonymously with “current assets,” and in other cases an attempt 
is made to differentiate between “working” and “current.” In the 
author’s opinion the word “working” might be used to describe plant 
as well as current assets. In any event it is not a good term and its 
use should be abandoned. 

A. committee of the American Institute defines the term as 
follows: 
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“Working assets” is a term adopted as descriptive of assets inter- 
mediate in character between capital and current assets; specifically, 
assets which are consumed by an enterprise in the activities carried on 
without themselves forming an integral part of the product, e.g., supplies 
used in operations. In practice it is usual in the case of a manufacturing 
concern to include the working assets, such as supplies, under the general 
caption of “current assets.” 


Classification of assets——The asset side of a balance-sheet 
should be divided into four main groups:? (1) current, (2) fixed 
tangible, (3) fixed intangible, (4) miscellaneous. 

In published balance-sheets the groups necessarily are condensed. 
In detailed balance-sheets and in the preparation of balance-sheets 
before condensation the arrangement is as follows: 


I. CURRENT ASSETS: 

(a) Cash (cash “items,” if any, must be distributed under 
some other caption). 

(b) Items the equivalent of cash, such as postage and rey- 
enue stamps. 

(c) Accounts and notes receivable and acceptances from 
trade debtors, the maturities of which are less than 
one year from the date of the balance-sheet, less 
allowances for bad and doubtful accounts. 

(d) Deposits to be used to discharge obligations payable 
within one year. 

(e) Instalment or deferred accounts and notes receivable, 
even though maturing more than one year from the 
date of the balance-sheet, provided that such accounts 
or notes were accepted in ordinary course and con- 
form to the terms which generally prevail in that 
specific business. When instalment accounts are only 
incidental to the regular business, maturities beyond 
one year should appear separately. 

(f) Inventories of raw materials, goods in process and 
finished goods, operating supplies, and ordinary 
maintenance material and parts. 

(zg) Accounts and notes receivable from stockholders, em- 


2 These captions are not in general use; many agreements, however, are 
being made under which it is compulsory to segregate the assets into the 
specific groups mentioned. 
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ployees and others when separately stated on the bal- 
ance-sheet and known to be collectible within less than 
one year. It is usually a fair inference that if not 
current assets the accounts are not collectible at all. 

(h) Advances on contracts (when not for capital assets ) ; 
prepaid expenses, such as interest on bank loans; 
prepaid royalties, insurance, and taxes; and all other 
items, such as current advertising, catalogs and 
booklets, which directly relate, as does the inventory, 
to current operations and as used become operating 
costs; return premiums on insurance in mutual com- 
panies. This class is limited to those items which 
would be paid in any event after the date of the 
balance-sheet and are not indicative of any expansion 
of the business such as advances for capital assets 
or the carrying forward of extraordinary expendi- 
tures for advertising which it is hoped will greatly 
increase the volume of business, etc. 

(i) Securities and other items which are the equivalent of 
cash, and are intended to be only temporary invest- 
ments, or may be readily converted into cash. 


2. FIXED TANGIBLE ASSETS: 

(a) Plant, including land, mines, other natural resources and 
development costs, machinery, equipment, automo- 
biles, furniture, tools, containers and patterns. 

(b) Developed minerals, timber and other natural products 
which may be sold within a year are not strictly fixed 
assets, but present practice does not permit their 
classification as current assets. 

(c) Inventories of plant items, such as construction mate- 
rials and replacement parts not intended to be used for 
current maintenance. 

(d) Items the same as current assets, the benefits or ma- 
turities of which will occur more than one year from 
the date of the balance sheet. 

(e) Prepaid items, etc., the benefit of which extends beyond 
one year from the date of the balance-sheet. 

(f£) Securities of subsidiary or affiliated concerns. (Ifa 
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consolidated balance-sheet is not made up, advances 
to such concerns should be included in this group 
unless collectible within one year.) 

(g) Fund investments when the assets in the funds are 
to be applied to the reduction of debts or for rein- 
vestment for the purposes of the concern. 

(h) Patents when acquired for cash. 


}. FIXED INTANGIBLE ASSETS: 
(a) Patents, trade-marks, copyrights, subscription lists, etc. 
(b) Goodwill. 
(c) Deferred items, such as discount on bonds, and deferred 
items of an extraordinary nature, such as organiza- 
tion and exploitation expenses. 


4. MISCELLANEOUS ASSETS: 
(a) Fiduciary and other items, such as claims and disputed 
items which cannot be included in the foregoing clas- 
sifications. 


If the audit occurs some time after the closing date, numerous 
entries and changes will probably have been made in the current assets 
subsequent to the date of closing. These must be carefully scrutinized 
for the light they may shed on the past. 

At the outset the auditor should read carefully the schedule of 
assets to be verified and then outline a definite plan, having as its 
basis the connection between the entries supporting the asset accounts 
and the things themselves. In other words, all the assets which 
should be on hand must be accounted for, including those on the 
books and those which may have been omitted from the books, 


Net current assets.—The term “net current assets’? is some- 
times used in deeds of trust and other agreements for the protection 
of creditors and preferred stockholders. The term “net current 
assets” means the excess of current assets as defined over current 
liabilities as defined. The term “current assets” is defined on page 
83. The term “current liabilities” is defined on page 264. 


Proportion of current assets to current liabilities—In order 
to be as helpful as possible to a client, either borrower or banker, the 
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auditor should try to determine whether or not the relative propor- 
tions of cash, accounts receivable and inventories to the total assets 
compare favorably with those of the most successful concerns in 
the same kind of business. 

It is obvious that no concern can have a “clean up” annually or 
oftener unless its current assets can be turned into cash within a 
reasonable time. The auditor should ascertain, as accurately as pos- 
sible, the normal proportion of each class of such assets in the aver- 
age concern in the same kind of business. With this as a starting 
point he is able to determine, as his work progresses, how far from 
normal the concern is. This information should be of the greatest 
value to his client. 

When considering the ratio of current assets to current liabilities, 
it is important not merely to look at the totals, but to see how the 
two totals are made up, the proportion that each item, such as cash, 
accounts receivable or inventories, bears to the total, and the relation 
of each one to each of the others. 

The attitude of the lender of money is almost invariably influ- 
enced entirely by the relation of current liabilities to current assets, 
because current loans are not supposed to be made on fixed assets. 
The value of the plant, using that word in the broad sense, with 
reference to its cost and more particularly to its earning capacity, 
is a factor which, it seems, should be given careful consideration by 
the lender. It would be better, for instance, to lend money to a 
concern which had a plant of good earning capacity, even though its 
liabilities were 100 per cent. of its current assets, than to a concern 
whose liabilities apparently amounted to only 50 per cent of its 
current assets if it had a poor plant and was not making money. 
There is a direct connection between plant assets and valuations and 
the income account to which bankers do not always give enough con- 
sideration. This subject is fully discussed under appropriate titles. 


Working funds.—When properly used the term “working funds” 
means imprest funds at branches or factories where such funds are 
too large to be called petty cash and too permanent to be included 
in current assets. : 

Some authorities state that cash, accounts receivable and deferred 
charges are “working funds.” The term has little to recommend it. 
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Working capital.—The term “working capital” usually means 
the net current assets. In a leading case the court said that the term 
“working capital” means the amount of cash necessary for the safe 
and convenient transaction of a business, having regard to the owner’s 
ordinary outstandings, both payable and receivable; the ordinary 
condition of his stock or supplies on hand; the natural risk of his 
business ; and the condition of his credit. (Consolidated Gas Co. v. 
New York, 157 Fed. 849.) 

In McCardle v. Indianapolis Water Co.,2 the court adopted an 
arbitrary segregation of “working capital,” which included the aver- 
age of the inventory of materials and supplies and an amount of 
cash equal to one-eighth of one year’s gross earnings. 


Basis of valuation of assets.—All current assets are not always 
valued on the same basis. Cash, accounts and notes receivable and 
prepaid items are stated at realizable values. Inventories are usually 
valued at so-called market prices if the market is lower than cost, 
and then all the current assets are valued on the same basis. If 
so-called costs are lower than so-called market prices, the market 
is ignored, and then the current assets are valued on different bases. 

As a rule fixed assets are valued at cost less depreciation. In 
some cases appraisal values are substituted for cost. For some special 
purposes an appraisal is desirable in order to learn the actual value. 
In a going business for purely practical and expedient reasons it is 
better to ignore fluctuations in values. The difficulties of determining 
“true” values are discussed hereafter. 

The valuations of fixed and current assets are discussed in detail 
elsewhere in this and succeeding chapters. At this point it is neces- 
sary only to mention that accounting practice does not always call 
for balance-sheet valuations based either on what the assets are 
worth in a going business or on what they are worth in liquidation. 
It is interesting to attempt to establish uniform rules which will 
govern balance-sheet construction and enable the readers of any 
balance-sheet to determine the true net worth of the concern under 


audit. 


DEFINITION OF MARKET VALUE.—Even though market values 
frequently have been ignored in balance-sheets, the time is coming 


*U. S. Supreme Court, Nov. 22, 1926. 
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when more attention will be paid to true values.4 ‘Market value” 
is the price at which a seller willing to sell at a fair price and a 
buyer willing to buy at a fair price, both having reasonable knowledge 
of the facts, will trade, assuming that similar quantities, etc., are 
involved and that the market has been canvassed for buyers. 

When applied to inventories of goods for sale in regular course 
“market price’ means the replacement cost, assuming that it would 
be wise to replace the identical goods in the same quantities. When 
the goods would not be replaced, the maximum market price is the 
amount of net proceeds which can be readily realized from sale in 
regular course. In the former case it is assumed that the entire 
profit will be credited to the period of delivery. In the latter case 
the current period will absorb the loss incident to the “mark-down,” 
but it is not necessary to increase the loss in the current period so 
that the succeeding period may show a fictitious profit. 

The term “‘net proceeds of sale” implies that all selling and deliv- 
ering expenses but not general administrative overhead have been 
deducted. 

The rule given above should be applied with discretion. If inter- 
preted literally, it might mean the placing of higher values on goods 
which one would not replace than on more desirable goods. Reason- 
ably applied it means that, in dealing with goods which have declined 
in value, “market price” need not be a price which will yield the 
full normal profit. It is, however, sound and conservative practice 
to mark down unmarketable goods to a point at which there will be 
no possible loss in a succeeding period. 


GoinG vaLuE.—The following quotations are from leading cases. 


“Going Value” is a term used to represent the difference in value 
between a plant constructed and ready for business, but doing no busi- 


““Vatue. (A) This term has two different meanings. It sometimes ex- 
presses the utility of an object, and sometimes the power of purchasing other 
goods with it. The first may be called the value in use, the latter the value in 
exchange. 

“(B) In the first sense, the term has been defined as the price deemed or 
accepted as equivalent to the utility of anything; the utility of an object; worth. 

“(C) In the second sense, the term has been defined as the sum for which 
the like goods are commonly bought and sold in the market; the sum of money 
a thing produces to the seller when it is sold; the amount of other commodities 
(commonly represented by money) for which a thing can be exchanged in open 
market; the worth of an object in purchasing other goods; the exchange power 
which one commodity or service has in relation to another; price or the amount 
for which a thing can be sold.” (39 Cyc. 1117.) 
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ness, and one which has developed the business and is running along 
smoothly. In ordinary business the term “going value” is largely meant 
to apply to good will of the business built up by its owners and which is 
a very substantial asset in connection with its value. (Logan v. Bismark 
Water Supply Co., [North Dakota Railroad Commission] P. U. R. 
1923B, 450.) 


The legislative intent is clearly expressed, and it is the plain duty of 
the Commission to take into consideration, and make due allowance for 
“going value” in determining fair value. But how is it to be defined? 
The numerous reports and opinions of courts and commissions, where 
there have been attempts to “bound the meaning” bring us to as much 
confusion of tongues as there were different languages developed on the 
Plain of Shinar. It has at times been considered as synonymous with, 
or to be measured by, the costs of establishing business, development cost, 
capitalization of early losses, loss of interest during early years, etc. We 
are inclined to the conclusion that it would be as futile to attempt to 
confine its application by exact terminology as the courts have found 
with respect to the definition of the police powers of the state. It is a 
factor to be dealt with in each valuation case. The answer to it is not 
to be found in any mathematical or accounting formula although its 
ascertainment may be thus aided. It is a matter requiring the exercise 
of discretion in each case. There is admittedly a difference between the 
bare bones of an assembled and completed utility property ready for busi- 
ness, but without’patronage, and one having patrons and in full opera- 
tion. That difference bears upon the value of the property as a going 
concern. (Pittsburgh v. Pittsburgh Railways Co., [Pennsylvania Public 
Service Commission] P. U. R. 1920C, 458.) 


Liens and hypothecations.—Throughout the verification of the 
current assets the auditor should be vigilant in his endeavor to ascer- 
tain whether the title to the accounts—the stock-in-trade, the 
machinery, and other items—is free and clear or any lien exists 
which is not fully disclosed in the books and financial statements. 

Insurance policies are often good guides to title. The holder of 
a lien on merchandise or the owner of a chattel mortgage is usually 
careful to protect his security, and wherever an insurance policy is 
payable to more than one party “‘as their interests may appear,” the 
auditor is put on notice that the property insured is not free and clear. 

A tremendous business is done by companies which make a spe- 
cialty of advances upon, or the purchase of, accounts receivable. 
Some of these companies solicit business upon representations that 
the transactions will be secret and that no information relative 
thereto will be available to the customers whose accounts are assigned 
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or to the creditors whose interest in such accounts receivable is 
thus subordinated without their knowledge or consent. 

In many cases the concerns which obtain the advances benefit 
greatly from them by being enabled to borrow enough to finance 
their businesses properly. Concerns so financed have been known 
to escape bankruptcy and have subsequently prospered. Therefore, 
in general, an auditor should not take a definite stand for or against 
the practice, but should reserve his criticisms for abuses or objec- 
tionable secrecy. 

The absolute necessity for disclosing assignments is pointed out 
on page 91. An effort may be made to conceal from the auditor 
the transfer of the accounts, but it should not be difficult to find 
some trace of the practice; and if any accounts are transferred it is 
a fair assumption (until clearly shown to the contrary) that all have 
been transferred. The name of a “discount” company among the 
liabilities is, of course, ample notice to the auditor; but the name 
may be unfamiliar, because there are many such companies and it 
may not indicate the nature of the business. 

The safest method is first to determine which are regular trade 
liabilities. After the auditor has satisfied himself of their correct- 
ness, they may be eliminated from further consideration, and the | 
auditor can then devote his attention to investigation of the origin of 
the other liability accounts. 

Loans except from the banks with which the client regularly deals 
will probably be secured by collateral. The auditor who examines 
the liabilities with this assumption in mind is on notice not only to 
verify the amounts of such loans, but in each case to inquire what 
collateral may have been pledged. 

Assignments of accounts receivable usually involve much red 
tape, such as the authorization of someone in the borrowing concern 
to collect the accounts and to remit the proceeds to the “discount” 
company; the preparation of schedules of accounts assigned, col- 
lected, etc.; and the payment of bonuses, commissions, interest, etc., 
at rates much higher than the usual bank rate. These precautions 
are more common with the “non-notification” companies than with 
the others, because the name implies secrecy, and care is taken 
that customers shall not be inadvertently notified that their accounts 
have been transferred as security for loans. 

In many cases the expenses incident to the assignment of accounts 
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receivable can be avoided and more satisfactory financing can be 
arranged, as outlined under ‘“‘Acceptances,” page 301. 

In many instances goods are received and so-called trust receipts 
are issued by the consignees. These trust receipts ordinarily arise 
out of importations of raw materials shipped for sight draft against 
bills of lading. Arrangements are made with bankers to pay the 
drafts and release the goods to the purchaser in trust, thus creating 
a first lien on them. In form the trust receipts are obligations of 
the purchaser to account to the banker for the proceeds of sale of 
the goods. Sometimes the borrower specifically binds himself to 
keep the goods separate; but the lien of a trust receipt is frequently 
of temporary effect only, because the goods are usually taken into the 
purchaser’s warehouse and there mingled with othér goods, making 
it practically impossible to identify the merchandise. When the 
materials require manipulation and are converted into other forms, 
the difficulties of identification become almost insurmountable. The 
title, therefore, which is supposed to remain in the name of the 
banker, becomes of little value and cannot be sustained against gen- 
eral creditors. There are, however, many exceptions in which the 
goods can be readily identified and the title remains unimpaired. 

In all cases in which the circumstances surrounding purchases 
indicate the possibility that trust receipts may have been issued, the 
auditor must be most vigilant. The author’s attention has been called 
to numerous cases in which balance-sheets have contained no refer- 
ence to existing liens of this nature. If a concern conceals an im- 
portant fact like this from its creditors, there is a strong likelihood 
that an attempt will be made to deceive the auditor. 

The head of one concern, when asked by a banker if its secured 
creditors could trace the merchandise on which they had made large 
advances, said laughingly, “They think they can.” This so disgusted 
the banker that he immediately withdrew a $100,000 credit from 
the applicant and told him that he could not borrow a cent from 
that bank. 

In some cases it may be desirable to obtain certificates from 
responsible officers to the effect that no accounts are hypothecated. 

Any information obtained relative to liens or encumbrances must 
be reflected in the report on the audit as well as on the face of the 
balance-sheet. The proper method of disclosing liens is described 


on page 441 eft seq. 
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BALANCE-SHEET AUDIT—CURRENT ASSETS 
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The verification of assets usually commences with current assets ; 
these are taken up in the order in which they appear in the balance- 


sheet. 


In this chapter we shall discuss cash; accounts and notes 


receivable ; investment securities ; and such deferred charges to opera- 
tions as are properly included in current assets. Inventories naturally 
follow accounts and notes receivable but for convenience the discus- 
sion of that question is deferred to separate chapters. 


are kept on the “imprest” 


Cash 
Cash on hand.—When the petty cash or other working funds 


basis, these cash funds can be verified 


— 
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independently of the bank accounts. Sometimes the cash on hand 
is not kept at a fixed amount but is carried as part of the balance 
in the general cash book, together with one or more bank accounts. 
In such a case the entire balance must be verified simultaneously. 
Auditors have sometimes been deceived when the funds of one bal- 
ance, after being inspected, have been transferred and used at a 
later time with another balance. 

In bank examinations, the cash and cash items on hand should 


always be counted at the beginning of the examination. Such an 


examination must be begun either immediately after the close of, or 
before the beginning of, the banking day. Great care must be 
used to prevent transfers of cash between cages or of currency to or 
from the bank accounts, between the counting of currency and the 
verification of the balances with other banking institutions. 

If there is a large quantity of cash on hand and the entire 
staff must be assigned to count it, the other changeable assets, such 
as securities owned by the bank, notes discounted, notes for secured 
loans and the collateral therefor, etc., should be locked up in a safe. 
The safe should then be sealed and access to it refused, except 
with the approval of the auditor, until the auditor is ready to examine 
them. In very large institutions it may be more practical to seal 
a part of the vault cash and a part of the securities and collateral. 

All of one class of the assets mentioned should be brought to 
the auditor before the examination of each class is begun in order 
to prevent duplication in counting; e.g., all cash should be brought 
from the vaults and tellers’ cages to one point, or the auditing staff 
should be so distributed that counting of the cash begins simultane- 
ously at all points. Transfer of cash between the cages and the vault 
should be forbidden until all of the cash has been counted and the 
aggregate amount has been proved with the appropriate account 
in the general ledger. 

The auditor should not assume responsibility for the custody 
of cash and securities, but should insist'on the continuous attendance 
of a representative of the institution while the cash and securities are 
being examined. The necessity for this precaution is shown by the 
case of a national bank examiner who allowed a teller to leave his cage 
while the cash was being counted. The completion of the count dis- 
closed a shortage of $20,000. The teller accused the examiner of 


the theft! 
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All cash on hand, including petty cash, must be counted. Many 
auditors believe that the cash on hand should be the first thing 
counted in an audit. The effect of a surprise, however, may some- 
times be obtained most effectively by waiting a few days. Having 
announced his intention of counting the cash, the auditor should 
proceed with it and not agree to a postponement. It is well to ask, 
when counting the cash, whether or not there are any other funds 
in the custody of the cashier or other persons. There may be 


unclaimed wages or funds of other kinds which do not appear on 
the books. 


Perry casH.—Usually the auditor is expected. If the audit is a 
periodical one, the approximate time is known in advance. If it is a 
special engagement, the negotiations with the auditor are generally 
known to several in the client’s office. Here the auditor can exer- 
cise a little tact or diplomacy. The cashier, for instance, may balance 
his cash late in the day, and if it is much of a task he is anxious to 
hurry home after striking a balance. The auditor may wisely make 
it a point to examine the cashier’s cash in the morning at a time when 
the memoranda of the day have not begun to accumulate and when 
the cash book is written up and the footings are shown. 

Where the petty-cash balance or fund called for by the balance- 
sheet is small, it may be unnecessary to attempt to account for it, as 
it might require a good deal of time to inspect and prove all the 
entries between the closing date and the time of audit. Scrutiny of 
the subsequent entries is sufficient in most cases. 

If the balance is, say, over $100, it should be verified by actual 
count and proof. In an English case an auditor who failed to 
verify a petty-cash balance of nearly $4,000 was held to have 
committed a breach of duty. The actual balance was $150. 

A cashier who is carrying questionable items as a part of his 
cash balance may borrow money enough on the closing date to 
enable him to pay the entire balance into bank or to exhibit the cash 
to an executive. After that has been done the cashier can put the 
doubtful items back in the cash drawer and again withdraw the cash. 
If there is any suspicion that this is being done, a second count of the 
cash on hand should be made toward the close of the audit. 

The auditor should not count quantities of currency of small de- 
nominations and if the tickets or I. O. U.’s are current and rela- 


—— 
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tively unimportant he should not make a mountain out of a mole- 
hill. On the other hand, when any items are questionable he should 
make a record of the makers and the dates. Advances to officers 
should be transferred to the cash book. Some auditors invariably 
insist on obtaining receipts from cashiers when imprest funds have 
been turned back. The auditor should do the actual counting, and 
not merely supervise the cashier. In all cases the client’s representa- 
tive should be present during the entire proceeding. 

Whether this part of the work proves pleasant and satisfactory 
or not depends on the auditor. It is quite possible that an auditor, 
in his desire to jump in without notice, will really upset a cashier 
who pursues certain routine methods of handling the cash and cash 
records. First impressions are very important, and it never pays 
to disarrange the work of a single person in a client’s office unless 
a definite reason exists for proceeding offhand and without notice. 
If the client does not inform his staff that the accounts are to be 
audited, it is desirable that the auditor take advantage of the 
opportunity to surprise the man in charge of the cash. Probably 
more petty frauds are disclosed in this manner than in any other, 
for many men are unable to distinguish between their personal 
funds and those of their employers. Many of these discrepancies 
are under $100, and if the cashier is given time to put his cash drawer 
in order, the shortage may disappear. It may be argued that in 
such a case no great harm can ensue, because there is no actual 
monetary loss to the client. No greater mistake can be made, how- 
ever, for a man whose moral sense is so blunted that he pilfers a 
few dollars is on the highway to further frauds and awaits only an 
opportunity to misappropriate anything of larger value on which he 
can lay his hands. 

Very often slips of paper, tickets and so-called vouchers make 
up a large portion of the ‘‘cash” in the drawer. In all cases the 
auditor must count the actual money first and then list the memo- 
randa. This record should be complete, for there may be some delay 
before it is used again. Unauthorized tickets carried as cash have 
sometimes mysteriously disappeared immediately after an auditor’s 
count of the “cash.” 

If there is a difference between the amount on hand and the bal- 
ance called for by the cash book or the round sum carried in the 
ledger as a petty-cash fund, it is not wise to assume at once that there 
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is something wrong. The auditor should note the cash book footings, 
and, with this information in his possession, together with his count 
of the cash drawer, he can afford to give the cashier a chance to 
hunt for the difference. If the cashier balanced the night before, 
the error may be in the auditor’s own figures. If a shortage exists, 
it should appear at this point. 

Often when a petty-cash fund is of large amount, a portion of it 
“is in a bank account subject to the check of the cashier or other 
person responsible for the fund. In such cases. the verification of 
the fund includes the examination of the bank account following the 
rules which apply when a general cash balance consists of both bank 
accounts and cash funds. Also, as the checks on the petty-cash 
bank account do not have to be signed by the treasurer or other 
principal, the auditor will do well to scrutinize the checks themselves. 


WorkKING FUNDS.—The auditor should ascertain first the number 
and location of all funds. Businesses having a number of branches 
frequently establish a cash working fund for each branch. The 
auditor should ascertain the name in which the account is carried. 
If in the name of an employee, the client’s name should be shown on 
the bank records as the real party in interest. 

Such funds are sometimes of considerable amount, and they are 
most frequently conducted on the imprest method. They should be 
verified like petty-cash funds except that it may not always be feasible 
to visit the places where they are kept. In that case, a statement 
should be obtained from each branch office, showing the composition 
of the fund, preferably at the date of the balance-sheet, as well as the 
time of audit. If the currency supposed to be on hand at the 
branch is considerable, the correctness of the amount should be 
certified by the branch manager or other responsible person. The 
portion of the fund in bank should be verified by reconciling it with 
the amount certified by the bank. 

In department stores, large hotels and similar establishments, it 
is customary to have a number of cash funds at different points in 
the house. No disbursements are made from these funds and they 
are used only in making change for cash sales. If any memoranda 
or “cash items” (other than approved checks received from cus- 
tomers or guests) are found in these change funds, special inquiry 
should be made about them. Experience indicates that change funds 
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cannot be satisfactorily verified except at the beginning or the close 
of the business day. 


CASH IN BANK.—I{ no warning has been given to the client’s 
staff, the cash should be balanced as soon as the auditor can have 
access to it. The bank balances should be verified by independent 
confirmation. The cash transactions since the date of the balance- 
sheet should be scrutinized and the footings proved in order that the * 
balance on hand as stated may be shown to be correct. 

When the currency and bank transactions are kept together in 
the cash book and the auditor does not count the cash until a date 
subsequent to the close of the period under review, he must, in 
addition to verifying the bank balances as of the close of the year, 
- verify them as of the date of the count of cash. This is absolutely 
essential, for it must be remembered that, although the cash on hand, 
which forms only part of the balance at the date of the count, is 
correct, it does not follow that the total cash is correct. 

It is customary to obtain from the banks certificates of the bal- 
ances at the closing or balance-sheet date.t If the statements and 
paid checks arrive when the auditor is present he should avail himself 
of the opportunity to examine these papers before they are handled 
by the clients’ staff. In some cases clients arrange with their banks 
to send the statements and checks direct to the auditors’ offices at the 
end of the fiscal periods. In other cases the auditors call at the 
banks. But in any event direct confirmation should be requested. 
The balances appearing on the statements received from the banks 
are reconciled with the books, using as a basis the schedule of out- 
standing checks shown by the books; but in all cases the list of out- 
standing amounts should be verified. See page 535 for procedure. 

The growing number of fraudulent transactions arising from the 
manipulation of bank accounts at the end of fiscal periods emphasizes 
the necessity for careful verification of the details of the cash transac- 
tions for, say, the last two days preceding the date of the bank bal- 
ances which are being verified. Details of deposits for the two days 
and the undeposited checks on hand should be compared with the cash 
book to make certain that all receipts have been entered. There is 
always a possibility that a shortage in the cash at the date of the 
balance-sheet may have been concealed by the omission of receipts 


‘for forms see page 274. 
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deposited before the end of the period, included in the bank balance 
at the closing date, but not recorded in the cash book until the be- 
ginning of the succeeding period. 

Any items among the deposits of the last two days (or longer if 
any of the bank accounts would involve more than two days for clear- 
ing checks) which represent transfers from other banks should be 
compared with the check stubs, or other record of checks drawn, to 
be sure that the accounts on which such checks were drawn have 
been decreased by the amounts of the checks or drafts. 

One method of concealing shortages over the end of a fiscal 
period is to deposit in one bank account (the deposit being added to 
the balance in the bank of deposit) a check drawn on another bank. 
The amount of this check is not deducted from the balance in the 
bank on which it is drawn until the next fiscal period. If the check is 
in transit over the end of the fiscal period, this method of concealment 
may be effective unless the procedure already suggested for the 
verification of transfers is followed. 

The procedure suggested is usually not feasible for audit of the 
accounts of banks because of the large volume of transactions and 
the impracticability of tracing individual deposit items. Here, an 
adequate method of internal check is the best safeguard, and pre- 
ventive measures—such as control of the drawing of checks on corre- 
spondent banks and of the issuance of cashier’s or treasurer’s checks 
of the institution itself—are more likely to be effective than anything 
else. The auditor should satisfy himself that the method of internal 
check is adequate and that it is being carried out in practice and 
not merely in theory. 

All check books should be scrutinized to see that no checks have 
been taken from the back of the books. If unnumbered checks are 
used by the client, this fact should be the subject of comment. 

The cash entries subsequent to the closing date should be re- 
viewed. Checks outstanding at the closing date should be carefully 
examined to see that they were correctly entered on the proper date 
in the cash account. 

When currency and bank transactions are kept separate, the 
auditor should make a count of any undeposited funds on hand at 
the time when the other funds (petty or working) are counted. All 
checks produced should be examined as to names and dates, and, if 
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they are not too numerous, the auditor should make certain that all 
were duly entered in the cash book prior to the time of the count. 
If very numerous, a number of the larger checks should be com- 
pared with the cash book as a test. 

It is particularly important to trace deposits which are entered as 
having been made at the end of the period before the close of business 
but are not credited by the bank until afterward. Such deposits 
should be credited by the bank on the succeeding business day; if 
they are not, an investigation should be made. Where the reconcilia- 
tion between the bank balance and the cash book is made in the cash 
book, it is advisable to examine the check stub to ascertain that the 
balance as shown there is in agreement with that in the cash book. 

The auditor should have one of his own staff obtain the state- 
ments from the banks or, preferably, have the confirmation of the 
balances mailed by the banks direct to him. A prominent firm of 
accountants failed to discover a defalcation in a case which arose in 
1920 because the verification of the bank balance went to the company 
instead of the auditors.” 


Treatment in balance-sheet.—Cash balances, whether on hand 
in currency or on deposit with banks, differ from almost all other 
assets in that ordinarily little consideration need be given to their 
value. Their face value is usually conclusive. There are, however, 
a few exceptions to this rule. 

Balances on deposit with a bank which has failed should not be 
included among the current assets as “cash” but are to be stated 
separately or under “‘other assets.” 

Foreign currency on hand and balances with bankers abroad, 
payable in foreign currency, should be valued at the rate of exchange 
ruling on the date of the balance-sheet. 

Advances to salesmen and others are not available cash funds, 
Therefore they should not be included in the balance-sheet as cash, 
They are to be distinguished from petty cash or working funds which 
are on hand in currency or deposited with banks. 

Items of any size which are not the absolute equivalent of cash 

2 Tt ig not necessary in a balance-sheet audit to make the same exhaustive 


examination of the bank account that would be required in a detailed audit, 
but the auditor must be familiar with various fraudulent devices which are 


fully discussed on pages 533 et seq. 
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should be eliminated before the cash balance is entered in the balance- 
sheet. 

If petty-cash and working funds on the balance-sheet date in- 
clude vouchers for expenses, advances to employees, etc., only the 
actual cash should be treated as cash on the balance-sheet. Amounts 
due from employees, if current and good, should be included among 
the receivables. If they represent advances for expenses of subse- 
quent periods, which have not yet been reported, they should be 
treated as deferred charges. 

Vouchers for other expenditures should be properly classified 
when preparing the balance-sheet and income statement. 


BANK OVERDRAFTS SHOULD NOT BE DEDUCTED FROM BANK 
BALANCES.—When there is a credit balance in one bank and an over- 
draft of a smaller amount in another bank, it would seem that the 
overdraft should be deducted and the net amount shown as the bal- 
ance in banks. In most cases, however, this procedure will not 
reflect actual conditions; it assumes that a mere transfer from one 
bank to another would remedy the condition, and the auditor should 
not lightly assume that the client did not think of so obvious a 
remedy. Many banks require minimum balances, so that apparently 
free balances are not always entirely free. Overdrafts must be 
made good, and when it is obvious that they can be made good only 
by borrowing, they should be included among accounts payable. 

In case a concern has only one bank account, which shows upon 
the books a net overdraft as the result of entering checks consider- 
ably in advance of their being sent out, it is proper to increase both 
cash and accounts payable if the total of such checks in the office 
at the date of the balance-sheet can be ascertained. 

If a concern has two or more bank accounts, one of which shows 
an overdraft (because of outstanding checks or because a large de- 
posit item has been temporarily charged back by the bank after most 
of the funds had been transferred to a central depositary, as is done 
by firms operating numerous branches) and this is more than offset 
by an available balance in another bank, it is proper to show the net 
balance as an asset. 


REDUCING BANK BALANCES IMPROPERLY TO SECURE MORE FAVOR- 
ABLE RATIOS.—Outstanding checks may be held for delayed delivery 
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to creditors. Where this condition exists the book records anticipate 
the physical act of liquidating liabilities, and a false current ratio is 
reflected. When current ratios must be maintained in accordance 
with the indentures of bond and preferred stock issues, this question 
is important. Outstanding checks withheld should be added to the 
cash balance as well as to the liabilities, to accord with the facts, 
since it is possible that after the auditor has completed his work, 
which is usually done without independent confirmation of accounts 
payable, such checks may be either canceled or held indefinitely. 
Subsequently, the available cash might be used for purposes other than 
payment of the specified liabilities, and were the auditor’s statement 
to be released without their inclusion on the date of his audit, he 
might find himself in an embarrassing position. 


CaSH IN FOREIGN COUNTRIES.—Cash on deposit in foreign coun- 
tries should be valued in the balance-sheet at the rate of exchange 
current at the date of the balance-sheet. This conversion is par- 
ticularly important when dollar exchange is at a high premium. Such 
an asset may appear on the company’s books at a standard rate of 
exchange. For convenience, transactions are usually entered at a 
fixed rate, which may be very close to nominal parity. In such cir- 
cumstances cash on deposit abroad may be subject to substantial 
reduction for balance-sheet purposes. 

The auditor should ascertain whether or not any cash on deposit 
here or in foreign countries has been pledged as security for any of 
the company’s actual or contingent liabilities. If it has been pledged, 
that fact should be set forth in the balance-sheet. This has been an 
important consideration in audits during recent years on account of 
the demoralized condition of the export business. Since the war, 
sometimes conditions have led the banks in this country to decline to 
purchase drafts drawn against foreign shipments. In some instances 
consignees abroad (especially in South America) failed to accept 
drafts drawn against them and requested extensions of time beyond 
the terms of the drafts. In many cases, goods for which the drafts 
were drawn were not accepted, on account of the fall in commodity 
prices. In other instances, drafts previously accepted were not met, 
on account of the severe drop in exchange between the date of ac- 
ceptance and the date of maturity. Instead, further extensions of 
time were requested in the hope that the exchange rate would become 
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more favorable before the maturity of the extension. As a result, 
exporters were forced to adopt new methods of financing, and, in 
some cases many assets were pledged to facilitate the sale of new 
drafts or to secure the banks for drafts previously sold to them and 
not yet paid by the drawees. For such reasons as these, careful 
consideration should be given to the status of any cash on deposit 
with banks, here or in foreign countries. 


CASH MUST BE FREE FROM RESTRICTIONS.—The auditor should 
satisfy himself that the cash in banks is free from any liens or offsets 
and that it may be withdrawn on demand. When a surety company 
is employed as additional surety for loans, it may be found that 
moneys apparently carried as time deposits by the client are for the 
protection of the surety and that the certificate of deposit is indorsed 
to the surety company. Any portion of the cash which may be on 
time deposit must be separately stated in the balance-sheet. 

In a case reported by a bank an item of “cash in banks” in a 
certified balance-sheet included a deposit with a building-and-loan 
association represented at nearly four times the actual amount of 
the deposit. The auditor attempted to justify his certificate by stat- 
ing that the deposit was not an investment but purely a deposit sub- 
ject to withdrawal on demand. The auditor also referred to the fact 
that the statement in question was a condensed balance-sheet and that 
in the regular audited report the item was segregated. The banker 
stated that it was the practice in his state to allow withdrawals of 
money on demand. Building-and-loan associations had been giving 
serious competition to the banks on account of the higher rates of 
interest which they were able to pay because they had the privilege 
of requiring 30 days’ notice of withdrawal and aside from that, were 
not obligated to make payments on demand if certain other require- 
ments, such as the proportion of withdrawals to receipts for the 
month in question, etc., were not fulfilled. The auditor was wrong 
in both positions. 

When cash on hand includes balances with trustees or there is an 
agreement not to withdraw, the facts must be shown. When pledges 
have been made that cash from new security issues, loans and other 
sources will be used in whole or in part for capital expenditures, the 
facts should be stated. The practical effect is the same as if a legal 
lien were in force. 
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CasH IN TRANSIT.—Special attention should be given to cash or 
checks in transit or said to be in transit at the close of the period, 
to make certain that the items are in order and that the same items are 
not included twice. When cash items are en route from a branch 
office, the auditor can verify the receipt and entry in the main-office 
books subsequent to the close of the period. When the cash item is 
en route to the branch office it is not difficult to ascertain that it has 
been deducted from the main-office cash. In one case a shortage of 
$50,000 was concealed for some time by means of transfers between 
banking accounts. The company, with offices in Chicago, maintained 
an account in New York. When the accounts were examined the 
cashier would obtain a check drawn on the New York account to the 
approximate extent of his shortage. The check would usually be 
drawn on the last day of the accounting period. The records would 
show a deposit of that amount in the Chicago bank on the last day 
of the month, but no entry would be made crediting the other bank 
account until several days afterward, and, of course, in the succeeding 
period. 

In Massachusetts, a town treasurer concealed a defalcation for 
several years by drawing a check on one bank, not entering it on the 
stub, and depositing it in another bank before the date of the audit. 

The practice of including receipts of the first few days after the 
close of a period in the cash of the previous month, reducing accounts 
receivable by a corresponding amount, should be condemned. It is 
contended by those who defend this practice that the payments were 
forwarded to them by the debtors before the close of the period and 
represented cash in transit. Only items which represent cash on hand 
or in the bank at the close of the period should be included in the cash 


balance. 


ADJUSTMENT OF CASH BALANCES BY SUBSEQUENT TRANSACTIONS. 
—Auditors have often been asked to pass cash balances adjusted to 
some past date. That means calling something cash which is not cash. 
The auditor cannot afford to conceal deception no matter how inno; 
cent it may appear to be. Usually it is not innocent. These remarks 
obviously do not apply to balance-sheets which are adjusted to give 
effect to new financing when attention is called to the adjustment on 
the face of the balance-sheet. 
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Accounts Receivable 


The term “accounts receivable,’ when used without qualification 
in a balance-sheet, means an aggregate amount due from trade 
debtors, reduced by adequate allowances for bad and doubtful ac- 
counts and by discounts and other allowances which may be deducted 
when collections are made. The auditor must not depend on anyone 
else to determine the allowance. After securing all possible evidence 
the responsibility for the sufficiency of the allowance rests upon him. 

There may be other debts due which are legitimate current assets 
but cannot truthfully be classified as good and due from trade debtors 
on the usual trade terms. The aggregate of such other items properly 
classified should be separately stated on the balance-sheet, so that no 
one will be deceived. 

It is not necessary to state in published balance-sheets the gross 
amount of accounts receivable and the allowances to be deducted from 
them. That is information of interest to competitors more than to 
anyone else. Opinions differ as to when to charge off doubtful ac- 
counts. Some concerns charge off promptly; others carry accounts 
until the last possible dollar is collected. Large gross amounts and 
large allowances may give rise to false impressions regarding the 
aggregate of losses sustained. It is good accounting practice to omit 
the amount of allowances. It is proper to state that accounts receiv- 
able are “net of allowances,’ but it is not necessary, because an 
unqualified certificate carries such a statement by implication. Allow- 
ances for cash discounts also may be deducted.? The auditor, how- 
ever, may use his discretion if it has not been the practice to deduct 
the cash discounts and they are treated as a separate financial expense. 
There is no uncertainty about this item because most cash discounts 
are determinable before the books are closed. For this reason the 
allowance for cash discounts should not be merged or classified with 
the allowance for doubtful accounts. One is certain; the other is 
uncertain. 

Other provisions, such as rebates to be paid or allowed after 
customers have bought specified quantities, volume, or amounts, may 
have to be set up. When probable but not ascertainable for the cur- 
rent period, some allowance must be made and deducted from gross 


“See discussion on pages 270 and 382 relative to differentiation between 
cash discounts of less and more than 2 per cent. 
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sales in the period. Such a deduction may not be proper in comput- 
ing net income for tax purposes. When the accrued liability is de- 
terminable with reasonable accuracy, the entries should be made as 
for other accrued but unpaid liabilities. Likewise, such provisions as 
those for collection expenses should be entered as accrued liabilities 
and not as contingent reserves. 

The decisions of the courts and good accounting practice agree that 
net income for any period cannot properly be determined unless and 
until the accounts receivable are appraised and reduced to their actual 
value. The contention that “gross” and “net” income mean the same 
thing until there is a final determination of value is fallacious. The 
proper rule is to include in current net income only such gross income 
as will be converted into the equivalent of cash. To set up in one 
period gross sales, or income, aggregating a given amount, and to 
include in a succeeding period the deductions therefrom is bad law 
and bad accounting. If accounts and claims are so uncertain that 
the net value cannot be determined or estimated with reasonable accu- 
racy, they should not be set up as assets at all. 


Trade debtors.—When the item “accounts receivable” appears 
without qualification in a balance-sheet, those who rely on the balance- 
sheet are justified in assuming that the item represents a current 
asset, fully collectible within a period usual to the trade or industry 
with which it is most nearly identified, and containing only items due 
from individuals or concerns not a part of or associated with the 
business itself—in other words, accounts due from the public. 

In a long-established business, having fairly constant sales, the 
accounts can be valued on a basis of past results. It is necessary to 
ascertain the percentage of bad accounts in past years and to apply 
this percentage to all sales up to the closing date. When market 
prices of commodities are declining, accounts receivable which are 
good in ordinary circumstances may require special attention; past 
experience may not be a safeguard. A large concern, which had been 
successful, sold furs in February, 1920, amounting to $22,000,000. 
Only one-half of the accounts had been collected within a year; the 
balance was reported to be uncollectible.* 

It is quite important, in the verification of accounts receivable, that 
the auditor investigate the various terms of sale or agreements to learn 


‘ Financial Chronicle, May 21, 1921, Vol. 112, Part 2, page 2106. 
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if there are any unrecorded liabilities. A manufacturer had entered 
into an agreement with a selling agent to defray the drayage charges 
on all goods shipped from the factory to the agent’s warehouse. 
When examining the accounts of the manufacturer the auditors neg- 
lected to investigate the various terms under which the product was 
sold. An unrecorded liability for drayage of a considerable amount 
was not disclosed, and a balance-sheet was rendered containing an 
understatement of liabilities. 

In order to determine that the accounts receivable comprise only 
trade debtors, as defined on previous pages, the auditor should scru- 
tinize the sales for the past few months to ascertain whether or not 
there is any evidence of the following: 


1. Sales to agencies. In cases where the agents are permitted 
to deduct commissions from the gross amount billed after 
the goods have been sold, the aggregate debit balances 
should be reduced by the amount of the accrued commis- 
sions or provision should be made for them. 

2. Accounts with domestic or foreign branches representing a 
considerable stock of unsold goods. The account at the 
home office should be reconciled with those of the branches 
on the date of examination and the various component items 
should be properly classified on the balance-sheet. 

3. Pre-dated billing. 

4. Billing to fictitious customers. 

5. Including goods consigned or sent on approval, as sales at full 
prices. 


Pre-dated and fictitious billing are of not uncommon occurrence. 
A manufacturer, for the purpose of inflating profits, billed, as com- 
pleted sales during the last month in the period under review, goods 
which were unfinished and of course were not shipped. In a case 
of this nature, it is necessary to examine the shipping memoranda 
as well as the billing. 

It may be found that, in good faith, consigned goods are included 
among the current sales, following the past custom of the concern, 
but this does not justify the practice, which results in anticipating 
profits that have not been earned. It also improperly increases ac- 
counts receivable. 


Accounts current should be obtained for all consignment accounts. 
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Any unsold goods at time of closing should be added to the inventory 
and priced on the same basis as the rest of the inventory. If the 
goods are salable and practically sure to be sold, accrued charges, 
such as freight and insurance paid by the consignor, may be added 
to the inventory prices. 

If past experience is not available, or in a period of abnormal 
conditions such as obtained during and after the war, the outstanding 
accounts must be valued on their merits. The experienced auditor 
has a general familiarity with the normal volume of outstanding items 
which various classes of business and perhaps even different concerns 
in the same kind of business are expected to carry, and, for his own 
information, he should compare the relative receivables of each busi- 
ness to the gross sales. The value of such a comparison is apparent 
at a glance, for negligence and laxity will stand revealed as they might 
never appear in a routine audit. The best method of collating data 
is to compile statistics covering gross and net figures and their ratios 
at the close of each audit. Jn time a vast quantity of information will 
be accumulated and be available, at a moment’s notice, for compara- 
tive purposes. 

When the list of open balances is compared with the sales ledgers 
it should be noted whether the balances are represented by specific 
invoices of a recent date or not; if not, the balances should be ana- 
lyzed. An old item in a running account or a bill partly paid, followed 
by others fully paid, usually means that an allowance has been or will 
be made or that a defalcation exists. 

When the accounts are few in number but large in amount, they 
may be valued separately. 

The aging of accounts receivable in one form or another has long 
been the tool of the accountant by which he measures the sufficiency 
of provisions for the collection of doubtful accounts. 

When it has been decided that an analysis showing the age of 
the balances comprising the accounts receivable should be made, the 
following suggestions as to procedure will be useful: 


(1) The basis for the aging of the balances should be deter- 
mined. The following bases are suggested: 
(a) Upon date of billing 
(b) Upon time elapsed after regular credit period has 


expired. 
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(2) The division of the aging should be determined so that the 
information gathered can be of value to interested execu- 
tives. 

(a) The regular terms of sale of the business should be 
the basis of the aging. 

Should the terms be 2 per cent 10-net 30 days, the 
periods of division may properly be 

over 30 days 
over 60 days 
over 90 days, etc. 

Should the terms be 4 per cent 10 days; 2 per cent 
30 days; net 60 days, the period of division may 
properly be 

over 60 days 
over 90 days 
over 120 days, etc. 

In some instances should there be no cash discount 
and should terms not be rigidly observed in col- 
lections, the date of billing would be the proper 
indication of age of accounts. 

(b) The basis adopted should appear in the comments 
on the accounts. 


These suggestions would entail a long and laborious task in case 
of large or well-run concerns, which can be largely eliminated by a 
careful observance of the suggestions on page III et seq. When the 
aging is desired for a special purpose the auditor may be required 
to adopt the detailed program, but he should not hesitate to call at- 
tention to the probability that the labor and expense will probably 
outweigh the benefits. 

The balance to be allocated to the respective periods should be 
carefully considered. In most instances it will be found that the 
account-receivable bookkeepers indicate by letter or other mark the 
items to which the payments received apply. When payments are 
made on account without applying to specific invoices, the theory is 
that the oldest items are to be paid off first and others in order of 
dates of billing. Much care is needed in making this analysis, so 
that a true picture of the accounts may be presented. 

If the aging is done promptly at the close of the fiscal period, it 
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is not difficult, but the task increases with the lapse of time. When 
the work is delayed the balances are hard to follow and the date 
and check mark must be carefully watched. 

If the accounts have been classified by the client, the list should 
be carefully checked or tested before the auditor uses it in the com- 
pilation of his report. 

In retail businesses testing a percentage of the accounts-receivable 
ledgers and applying the results thus obtained to the entire set of 
such ledgers has proved to be quite practical and fair. Accounts 
should be aged in accordance with the credit terms of the business. 

When it is remembered that in some cases several hundreds or 
even thousands of accounts are listed in this process, it is seen that 
it should be employed only in special instances. The results obtained, 
to be of value, must be applied with due consideration of the policies 
of the concern and the ability of the credit manager. 

In lieu of the procedure described the auditor may obtain data 
with which to value the accounts by simply making a designating 
mark on the trial balance, or the list of balances, against those items 
which appear to be overdue. He should subsequently make inquiries 
of the credit manager about such items. From the information 
received, a decision can be made as to the percentage of each over- 
due account for which provision should be made in the allowance 
for doubtful accounts. 

It is a rule of law that assent to the correctness of a balance may 
be inferred from the debtor’s retention of an account rendered with- 
out making objection within a reasonable time. The burden of 
impeaching the accuracy of the account, for fraud or for mistake, 
is cast upon the complaining party; but the only proper test of ability 
to pay is payment, and where this is delayed an unreasonable length 
of time, the inference is that the ability is lacking. 

The auditor will use his own judgment in assigning any part 
of this work to the client’s clerks. Obviously the auditor should 
avoid all clerical work which is not absolutely necessary. 

The auditor must ascertain what accounts are pledged or assigned, 
as is frequently done without any record appearing in the books. 

The following suggestions will be found useful in fixing a valu- 
ation of overdue trade accounts: 

1. Have the terms of credit been habitually ignored? If so. 
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the debtors may be perfectly good, but their accounts should be 
given special attention by the credit manager. 

2. If payments are being made on account, are the balances 
being increased or decreased? If they are increasing it is prima-facie 
evidence that the debtors are approaching the time when all pay- 
ments will stop. Accounts of this sort deserve more attention than 
they receive. The auditor should keep this point in mind, and a 
word of advice from him may save ultimate loss. Salesmen re- 
linquish accounts reluctantly, but they are not the best authorities 
on the ability of debtors to pay. 

3. If credit has been stopped and no recent collections appear, 
the auditor should ascertain if the accounts have been placed with 
attorneys for collection. 

4. If in the hands of attorneys, it is well to ask for the corre- 
spondence. If accounts are neglected the debtors will not pay. So 
long as their money lasts, or so long as they desire to preserve their 
credit, debtors pay those who press them hardest. 

5. If debtors who have paid cash begin to give notes, the auditor 
should ascertain if sound reasons have been offered and if the change 
has been approved by someone in authority. 

6. In the case of trade acceptances and notes charged back to 
accounts receivable, the auditor should ascertain the subsequent 
history. 

In most cases, those in charge of outstanding accounts are too 
optimistic about the possibilities of collection. Nevertheless, their 
knowledge must be utilized by the auditor. He discounts their 
estimates as much as is necessary and draws his own conclusions. 

A certificate as to outstanding accounts should not be given 
unless the schedules of accounts have been compared in detail 
with the customers’ ledgers and the footings of the schedules have 
been verified. The procedure in this case should be the same whether 
a controlling account is kept or not but this rule may be modified if 
the concern has a very large number of open accounts which are 
subject to internal check. 

In a balance-sheet audit the auditor is more concerned with the 
value of the accounts as a whole than with the balancing of the 
books, but in all cases one phase of balancing must be kept in mind. 
When the accounts-receivable controlling account exceeds the agere- 
gate of the detailed schedules, the auditor is on notice that a defalca- 
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tion has taken place or that some other irregularity exists. . Unless 
the cause of the discrepancy is discovered, a book loss, probably 
an actual loss, will be realized. The total amount to be collected 
will depend on the individual accounts, not on the controlling account, 
and if the latter cannot be fully supported by good accounts the excess 
must be written off. 

Allowance must be made for discounts deducted by customers 
which, although termed cash discounts, are greater than a concern 
pays for the use of money. Ina stable business it is usually possible 
to deduct a fixed percentage from all the outstanding accounts. If 
special discounts are given, it may be necessary to classify the bal- 
ances before determining the deductions to be made. Current sales 
may have been made to be dated some days in the future. The dis- 
count period in that case may terminate, say forty or seventy days, 
instead of ten days, after the date of the invoice. If freight allow- 
ances are permitted, care must be taken to see that adequate provision 
is made for them. 


ACCOUNTS SOLD TO DISCOUNT CORPORATIONS SHOULD BE INCLUDED 
AT THEIR GROSS AMOUNTS IN ORDER TO REFLECT ACTUAL CONDI- 
TIONS.—The amounts realized from the sales of accounts receivable 
are in effect loans which are paid off as the accounts are collected. 
If the accounts are not collected the loans must be paid from other 
sources. 


TRADE DEBTORS—CREDIT BALANCES.—AS a rule, customers’ ac- 
counts with credit balances are liabilities and should be so shown on 
the balance-sheet. In no case should the aggregate of the credit 
balances be deducted from the aggregate of the debit balances and 
the net balance be shown, because that, instead of showing the true 
condition, would conceal a liability. Credit balances should be 
analyzed because they may result from entries to the wrong account, 
or they may reveal additional liabilities for which provision should 
have been made. 


RECEIVABLES MUST NOT INCLUDE SALES MADE AFTER THE CLOSING 
DATE.—In some instances concerns have kept the books open for a 
considerable time after the close of the year, in order to include sales 
which were actually made subsequent to the date of the balance-sheet. 
This practice must be discouraged. When it is discovered an entry 
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must be made reversing the sales, eliminating the profit and adjust- 
ing the inventory to include the goods which have been treated as 
sales. If a similar condition existed at the beginning of the year, 
it should be adjusted in the same way. 


“Witt CALL” accounTs.—One class of accounts receivable that 
requires special attention is the “will call” accounts, which represent 
charges for sales on which a deposit has been paid, the merchandise 
being held with the understanding that the customer will call for the 
merchandise and at that time pay the balance due on the transaction. 
The auditor should ascertain that for every open “will call” transac- 
tion there is a credit for a deposit and, where it is the practice to 
record sales at the time of receiving deposits, that there is a charge 
for each sale. He should satisfy himself that such open transactions 
are represented by merchandise on hand and that such merchandise 
has not been included in the inventory. The auditor should make 
certain that the amount of the deposit is sufficient to cover any loss 
through deterioration, unseasonableness of the articles or other 
causes, if the articles are not called for within a reasonable time. 


MISCELLANEOUS RECEIVABLES.—The foregoing comments refer 
to trade debtors and apply chiefly to mercantile and manufacturing 
concerns. The same principles govern the verification accounts in 
enterprises which are not generally classified as mercantile or manu- 
facturing. 

For instance, real-estate agents, as well as manufacturing estab- 
lishments, may show on their balance-sheets large items which repre- 
sent real-estate rentals uncollected. Stockbrokers carry very large 
assets which represent balances due from customers. The balance- 
sheets of financial institutions and of enterprises which own invest- 
ment securities contain items of interest and dividends due but not 
collected. The balance-sheets of commission houses show commis- 
sions and other charges as accounts receivable. 

In all cases the auditor must satisfy himself: 


1. That the items constituting the balances are true, and 
2. That the balances have not been liquidated in whole or in part. 


The rules for fulfilling these requirements do not differ in principle 


from the rules for testing the accuracy of balances due from trade 
debtors. 
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All debit balances which may be found in the accounts-payable 
ledgers should be segregated, the individual items given the same 
consideration as to probable collectibility, etc., as other accounts re- 
ceivable, and they should be grouped under appropriate headings 
among the assets on the balance-sheet. 


Verification of outstanding accounts by correspondence.— 
There is only one absolute method of ascertaining the accuracy of the 
aggregates shown on the balance-sheet as due from trade and other 
debtors. That is to procure an acknowledgment of the debt from the 
debtor. It is difficult but not impracticable. Wherever the opportu- 
nity exists the auditor should verify the correctness of the outstand- 
ing items by requesting confirmations by direct correspondence with 
the debtors, or at least he should inform the debtors what amounts are 
standing to their debit so that they may have an opportunity to call 
attention to any inaccuracies. 

There are notable instances of elaborate plans to deceive auditors 
which have been successful, especially in balance-sheet audits. The 
auditor is on notice that in the absence of correspondence with the 
debtors other and time-consuming checks are absolutely necessary. 
By discussing the alternatives in advance the client may be induced 
to approve a practice to which he almost always objects before he 
hears the auditor’s arguments. It is not essential that the verification 
be made as of the date of the balance-sheet. It may be a month or 
two before or a month or two after that date; and this often appeals 
to clients. If all accounts cannot be confirmed, tests may be made 
of overdue items. This subject is discussed fully on page 559 et seq. 


Amounts due from affiliated companies——Amounts due from 
affiliated companies should not be combined with those due from 
trade debtors and shown as one amount on the balance-sheet, because 
the use of the expression “trade debtors” or “accounts receivable,” 
if it is not qualified, will be understood, with good reason, by the 
person who reads the balance-sheet to mean accounts due from cus- 
tomers. Advances to affiliated companies, therefore, should be stated 
separately, and they should not be included in the current assets 
except so far as they may be represented by the net current assets 
of a subsidiary. In some cases, part or all of the advances may be 
represented by permanent improvements or other fixed assets of a 
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subsidiary, and if that is the case, the part of the advance covered 
by fixed assets of the subsidiary should appear in that section of the 
balance-sheet in which the fixed assets of the parent company are 
stated. 

These comments apply to a balance-sheet of the parent or holding 
company in which the subsidiaries’ accounts would not be consolidated 
in the usual manner with those of the parent company. It is gener- 
ally preferable to prepare a consolidated balance-sheet, because no 
question can then arise as to the grouping or position on the balance- 
sheet of the subsidiary companies’ assets and liabilities. In consoli- 
dation they will be combined automatically with like assets and 
liabilities of the parent company. 

This rule is inflexible in every case where the amount is not 
negligible. If objection is made on the ground that it unfavorably 
affects the balance-sheet, that is merely corroboration of the sound 
reasons upon which the rule is based. 

When a consolidated balance-sheet is made, such items, of course, 
disappear, and no issue is raised. When a consolidated balance-sheet 
is not prepared, the rule stated on page 106 governs, viz., the term 
“accounts receivable” when stated without reservation means that 
the aggregate amount is due from the public and that the entire 
amount will be collected within a reasonable time. Accounts due 
from affiliated or subsidiary concerns may be collected in due course 
or may have been collected before the balance-sheet is issued, but 
the principle is precisely the same as if no collection had been made. 
The chief reason for the rule is to inform those who see or rely on 
the balance-sheet whether or not there was at the date of the balance- 
sheet any amount due from affiliated or subsidiary concerns. 

It can be shown, if desirable, that the latter are able to pay and 
will continue to be able. Even so, it is again emphasized that 
those who may rely on the balance-sheet will wish to form their 
own conclusions or make their own inquiries about all accounts 
carried as current assets due from what are known as affiliated in- 
terests. When the amount is trifling it should be included among 
other accounts receivable, following the general rule that small items 
of assets or liabilities should not be separately stated in a balance- 
sheet. 

Naturally, the question arises: What affiliation must exist in 
order to require a separation of items? It is not possible to fix a 
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percentage of ownership because the point at issue. depends more 
on control than on ownership. Ordinarily, the ownership of more 
than a majority of the stock of an affiliated concern is necessary 
to insure control, but in many cases actual control is exercised al- 
though there is less than a majority ownership. If a definite rule 
were needed, it might be stated as follows: When there is more than 
50 per cent ownership in an affiliated concern, the debts due from that 
concern must be stated separately in the balance-sheet; when there 
is less than 50 per cent ownership and it appears that control is exer- 
cised, the items should be separated; when there is less than 50 per 
cent ownership and it does not appear that control is exercised, the 
auditor may use his discretion. This rule applies to the treatment of 
advances due from one company in a group to another in the same 
group. It may not be advisable to consolidate the accounts unless 
there is ownership of at least 75 per cert of the voting stock. See 
page 388 for further discussion. 


Amounts due from officers or employees.—The remarks under 
“amounts due from affiliated companies” apply with equal force to 
amounts due from officers, directors, stockholders, employees or 
others associated with the concern. When there are numerous items 
of travel and personal advances to officers and others in the employ of 
a company they should be confirmed. The amounts shown by the 
books to be due may be perfectly good or may have been collected 
immediately after the date of the balance-sheet. Nevertheless, if the 
amounts are substantial they must be separately stated on the balance- 
sheet. Former advances or loans may have been repaid but that 
does not mean that other advances will be repaid.®° Those who rely 


5 “Usually such a condition is not indicative of fraud. It is merely evi- 
dence of an indifference to the legal requirements in regard to corporate funds. 
It may indicate a laxness so great as to induce fraud on the part of the officers. 
The auditor should call attention to the fact that the most charitable interpre- 
tation which can be put on such drawings is to call them loans, which would be 
subject to recovery if required for the payment of liabilities, and that the least 
charitable interpretation is to call them misappropriations. If the withdrawals 
are legitimate they should be authorized; in any event the attention of the 
directors should be called to their irregularity. Debit balances of this kind are 
often found in close corporations, particularly if the business has previously 
been conducted as a partnership. _The former partners, having become ac- 
customed to taking drawings, continue to do so, not realizing that partners 
may be allowed to take drawings in any free and easy manner they desire, 
while the profits of a corporation can he legally divided only by the formal dec- 
laration of a dividend. If these accounts represent drawings against an ac- 
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on balance-sheets wish to know about customs as well as about figures. 
Advances or loans for anything more than nominal amounts should be 
authorized by the board of directors. 

Auditors will do well to remember that several members of the 
American Institute of Accountants have been suspended from mem- 
bership for failure to state separately on balance-sheets amounts due 
from officers and others, when the amounts due were substantial and 
those who relied on the balance-sheets were deceived. When any 
doubt exists it is wise to let this question settle it: Are the items due 
from the public, that is, from persons with whom all relations are, 
in effect, at “arm’s length,’ or are the relations such that affiliation 
or self-interest or internal factors affect or may affect prompt and 
full collection? Whether or not amounts due from employees 
should be included in current assets depends on circumstances. If 
the auditor is sure that the accounts will be repaid and will not be 
replaced by similar items, it is proper to include such accounts in 
current assets. Accounts due for stock sold to employees on a part 
payment plan may or may not be current assets. The most important 
thing is to state such accounts separately on the balance-sheet. 

Retail stores sometimes grant to employees special discounts 
on their purchases and permit them to make payments on account 
or in complete settlement on their pay days. If these accounts are 
numerous, they should be segregated either in a separate ledger or 
in a section of one of the customers’ ledgers. The auditor should 
see that none of these accounts has been permitted to run past pay 
day without some payment, and particularly that no balances are 
standing against persons who have left the employ of the concern. 


Segregation of accounts and notes not due within one year.— 
The item “accounts and notes receivable” appears second in the list 
of current assets because of the expectation that in point of con- 
vertibility into cash the item will rank next to the cash. Those who 
read balance-sheets are justified in such an inference; therefore it 
is proper that there should be a segregation of any items which 
probably will not or cannot be collected within a reasonable time, say, 
cumulated surplus account, the auditor should advise the declaration of a divi- 
dend to cover, so as to legalize the withdrawals and relieve the stockholders of 


liability to creditors on account thereof in the event of future financial difficul- 
ties” (H. A. Finney, Journal of Accountancy, March, 1921.) 
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one year from the date of the balance-sheet. In the case of con- 
cerns selling goods or real estate on the instalment plan, everyone is 
on notice that collections of receivables will be spread over a long 
time ; but in the case of industries where the usual terms of credit are 
60 or go days, the designation “current” would be a misnomer if any 
substantial part of the accounts of any one concern were not due 
for nine months or a year. The point is specifically covered in prac- 
tically all deeds of trust whereby the term “current assets” is defined 
and accounts and notes receivable may not be included unless good 
and collectible and due and payable within one year. 


Fictitious accounts receivable—In many balance-sheets, ac- 
counts receivable from customers are mingled with other debit bal- 
ances. The latter may include advances to salesmen and others; 
overdrafts of officers; claims against railroads, creditors, or the 
government for alleged overcharge of duties; prepayments on pur- 
chase contracts; guarantees; etc. Not infrequently considerable 
amounts which represent charges to vendors for goods returned are 
included. Such balances are rarely settled in cash. Where the open 
items consist of cash debits, it may be assumed that purchase invoices 
exist which have not yet been credited to the account. The distinc- 
tion to be drawn here is that instead of dealing with the accounts in 
groups, each individual account must be scrutinized and valued on 
its merits. 

Sometimes these so-called accounts receivable are not “‘receiv- 
able” at all, but are merely advances under contracts and the goods 
or materials purchased have not been delivered at the date of the 
balance-sheet. One experience of the author’s illustrates this point. 

An iron company was under contract to purchase large quan- 
tities of ore and to make periodical payments irrespective of actual 
deliveries, except that all the ore was to be delivered within one year. 
After the payments commenced and before any ore had been received, 
the books were closed. The payments were included among the 
regular accounts receivable in the balance-sheet. The author sep- 
arated the items and set up a new balance-sheet showing the advances 
under their proper caption. 

The balance-sheet was to be used as a basis of credit, and a banker 
or creditor would have been grossly deceived if the adjustment had 
not been made, because the item ‘‘accounts receivable” in a balance- 
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sheet, stated without qualification, may be regarded as one of the 
best current assets ; whereas in this case not one cent could be realized 
from this item until the ore was shipped and received, converted into 
iron, the iron sold, and the proceeds were collected. The president 
of the company strenuously objected to the restatement of the bal- 
ance-sheet, saying that it had always been done in the old way and 
that the change, if made, would attract unfavorable attention. Al- 
though changes in the form of annual statements, due to previous 
erroneous practices, are always to be regretted, it is clear that the 
facts must be shown if known. In this instance the balance-sheet 
was restated in correct form, and has been so stated from that time. 
In another instance a silk merchant had made advances to a manu- 
facturer. These advances amounted to several hundred thousand 
dollars and were included in the aggregate of the merchant’s ac- 
counts receivable without any explanation. He had secured a large 
credit based chiefly on his outstanding accounts. Investigation dis- 
closed the fact that the advances were used to acquire the ownership 
of several mills which were being conducted at a loss, and the ac- 
counts, instead of being current accounts receivable worth their face 
value, represented real estate, machinery, raw material, manufactured 
and finished goods, the highest total value of which fell far short 
of the aggregate advances. 
In a recent bankruptcy case it was found that among the accounts 
receivable carried on the balance-sheet there was an item of $58,- 
000, representing the amount of an embezzlement committed by an 
employee seven years before. Sometimes the account had been 
transferred from “accounts receivable” to “investments.” It was 
explained that it was the intention of the company to deduct an 
amount each year from the profits until the entire sum was wiped 
out. It certainly required a vivid imagination to call this item a 
current asset! 
The caption “accounts receivable” is sometimes used to cover 
deferred charges to operating, such as rents paid in advance and 
similar items. In no sense of the word are these accounts receiv- 


able. They constitute good current assets, but they must be properly 
classified. 


Instalment accounts.—Sales on the deferred payment plan 
may lead to extravagances and to the acquisition of articles that are 
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not necessary or even desirable, but the practice has come to stay. 
The aggregate of such sales is so enormous that consideration must 
be given to the regulation of the plan as a whole in order to restrict 
unnecessary buying on the one hand and to lessen usurious and 
damaging practices on the other. 

The auditor must not be misled by the optimism of manufac- 
turers and dealers who have had limited experience. The experi- 
ences of furniture and other dealers who for many years have 
conducted profitable businesses may be no criterion for others who 
may be selling goods which are not a necessity like furniture nor a 
reasonable luxury like pianos or phonographs. 

It is customary to charge the total contract to the debtor and 
to credit the collections on account as they are made. Experience 
has demonstrated that many of these contracts are not carried out, 
and in that case the balances due are uncollectible. If a business 
has been established for a number of years, past results may be used 
as a guide in valuing the outstanding accounts, but if the business has 
been recently established, great care must be exercised. The first 
point to consider is the character of the contract and the description 
of the subject matter. 

Furniture repossessed usually has no value except to second-hand 
dealers. In many states it is unlawful to dispose of used mattresses, 
bedding and springs. These become a total loss. Overstuffed furni- 
ture has little second-hand value as the coverings are easily soiled 
and damaged. In some states refrigerators cannot be resold law- 
fully. 
In the case of piano contracts, where a material first payment 
is collected and the piano can be taken back without excessive cost, 
the loss is small. It is large in the case of contracts for correspond- 
ence courses and books. It is not considered worth while to attempt 
to reclaim books and lesson papers, although title does not pass until 
the final payment is made, nor is it ordinarily worth while to enter 
suit for collection of the balance due. Therefore, in all cases where 
this class of contracts is entered at the full purchase price, a con- 
siderable provision must be made for bad debts and collection 
expenses, 

It is permissible to include good accounts, less proper allowances, 
among current assets. However, if all, or practically all, the accounts 
receivable are instalment accounts, it is good accounting procedure 
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to make the balance-sheet caption “Instalment accounts receivable” 
or to use some similar phraseology. Where the accounts receivable 
include large proportions of regular thirty-day or sixty-day accounts 
and instalment accounts, the two classes are often stated separately 
on the balance-sheet and the aggregate is carried out in one total, 
as, for example: 


Accounts and notes receivable net of allowances. 
Customers’ current accounts— 
Customers’ deferred payment accounts— 


It is not necessary to classify the accounts according to maturity 
dates unless the average life of the accounts exceeds that of the 
accounts of representative concerns in the same kind of business or 
there is some other special reason. Those who read the balance- 
sheets should gain full knowledge of the facts, but it is not always 
considered necessary to disclose every detail of business on the 
balance-sheet. Those who are entitled to it can readily obtain infor- 
mation which does not belong on a balance-sheet—for instance, the 
average life of the outstanding accounts. 

The United States Treasury has made it possible for concerns 
selling on the instalment plan to postpone the taking (and taxation) 
of profits until collections are made in cash. Prior to action by 
the Treasury it was considered good accounting practice to treat 
profits as earned in the period during which sales were made and 
adequate allowances were set up for bad debts and collection expenses. 

Some concerns using the Treasury’s instalment basis for report- 
ing income for taxation have followed similar procedure in the 
preparation of their financial and operating statements. Auditors 
do not oppose the change, provided the facts are clearly shown in 
the balance-sheet, because balance-sheets on such a basis are most 
conservatively stated. 

However, it may be assumed that income statements and balance- 
sheets prepared on this basis reflect liability to tax rather than actual 
conditions. There is, therefore, no objection, indeed it is in accord 
with the best accounting practice, to treat instalment sales on the 
accrual basis for financial and operating statements, even if for 


_  °For details of the deferred profit method and instructions for changes 
in accounts and balance-sheet, see Income Tax Procedure, 1927, Vol. I, Chap- 
ter 20. 
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purpose of federal income taxation special accounts required by the 
Treasury are carried on the books and profits are reported only as 
received in cash. It is assumed, of course, that on all financial state- 
ments adequate allowances for uncollectible items, losses, etc., will 
be carried. 

Generally it is assumed (and it is so stated in one of the Ameri- 
can Institute bulletins) that there can be no loss on instalment 
accounts which are kept on the basis permitted by the Treasury, but 
if the average value of the goods repossessed does not equal the cost 
of the goods, less the amounts paid before default, there could be a 
loss on the outstanding accounts, and in that case it would be proper 
to set up an allowance. 

Incidentally it may be mentioned that; while formerly most con- 
cerns benefited largely by the special favor of the Treasury, with 
reference to the instalment method of reporting income, at present 
the situation is different because the year when the change is made 
from accrual to instalment basis is penalized (and so to some extent 
are subsequent years) by the including as an item of taxable income 
the profit received in collections from sales already reported as 
income on the accrual basis. 

Under the interpretation of the Revenue Act of 1926 by the 
United States Board of Tax Appeals, in the case of Blum’s, Incor- 
porated, 7 B. T. A. 737, the Treasury’s instalment basis offers little 
advantage over the accrual basis, and in some instances works out 
to the positive disadvantage of the taxpayer. The tax situation 
should be remedied by Congress. 

It has been estimated that losses on instalment accounts range 
from 314 to 10 per cent of the sales, depending on the kind of busi- 


ness and local conditions. 


Export sales——When goods to be exported are paid for in ad- 
vance, or at time of shipment, no question arises as to the period 
in which the profit should be taken. When goods are shipped to 
foreign customers against open drafts, it may be inadvisable to 
anticipate the profit, because it frequently happens that drafts are 
not honored and the goods must be resold. 

There can be no fixed rule which will cover all cases. Good 


accounting practice permits one of two methods: 
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1. When the goods are not paid for in cash, and when there is 
some doubt that payment will ever be made, export 
concerns may carry the goods as part of their inventories 
priced at their actual value on the spot where they happen 
to be. 

2. When there is little doubt about the collection of the proceeds 
of the drafts and ample allowances are made for doubtful 
accounts, such shipments may be treated as sales and the 
uncollected proceeds may be treated as accounts receivable 
at their net value. 


ACCOUNTS RECEIVABLE FROM FOREIGN CUSTOMERS.—Concerns 
doing an export or import business usually keep accounts with foreign 
houses in both foreign and United States currencies. As many such 
accounts are settled in foreign currency, it is necessary to calculate 
the American equivalent of the foreign balances at the current rate 
of exchange at the date of the balance-sheet, and to take up in the 
income account the differences between these equivalents and the 
balances in the accounts kept in American money. 

Confirmation of the balances of foreign accounts receivable may 
be a long and in some cases an impracticable task. When not con- 
firmed by direct correspondence, the items in these accounts should 
be traced if possible to the original orders and shipping documents. 
Many such balances arise from cash entries with reference to pre- 
vious draft transactions. The dates of entries often do not indicate 
the age of the accounts. The balances may be represented by goods 
in the hands of the company’s own agent after having been refused 
by the original consignee. In that case the question of valuation is 
important. 

The auditor should make certain that alleged foreign customers 
are not agents. If goods have been shipped for joint account, the 
exporter may eventually be charged with a portion of the loss in 
disposing of the goods in a falling market, and in addition he may 
suffer a loss in exchange when the proceeds of the joint transaction 
are remitted to this country. 


Generally, all open balances shouid receive close inspection. 


CoLLECTION pDRAFTS.—Drafts in the hands of banks for collection 
should be thoroughly investigated and confirmations should be re- 
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quired. If the auditor is fortunate enough to find a well-kept and 
comprehensive draft record, his task is greatly lessened. Such a 
draft record should contain, alongside the original entry of a draft, 
all subsequent information concerning the movements of the draft. 
This will make it easy to determine the status of the draft at the 
time of examination. Lacking such a record it will be necessary for 
the auditor to examine the memoranda which contain information 
relative to the status of unsettled drafts. These may be cable or 
letter advices or notes made by the company’s employees from such 
advices. 

Drafts may be outstanding for one or more of the following 
reasons : 

1. They may have been accepted on presentation but are not yet 
due. 

2. They may have been accepted on presentation and, at maturity, 
the drawees may have requested extensions of time. 

3. They may not have been accepted on account of adjustments 
pending between the foreign customers and the company’s agent. 
Such open drafts must be valued on the basis of the facts in each 
case. 

4. The latest drafts deposited with the banks for collection before 
the close of the period under examination may not have been pre- 
sented for acceptance because of the distance from this country to the 
port of destination. As the drafts are sent through the banks with 
documents attached, the title to the goods remains in the company 
until the draft is accepted. Therefore, provided the shipments were 
made on bona fide sales orders, there should be no question as to the 
value of such open items. It may be found, however, that shipments 
have been made to the company’s own foreign branches and that 
drafts have been drawn as if for shipments to customers. Such items 
should be shown in the balance-sheet, not as accounts receivable, but 
as merchandise. Any profit which may have been included in the 
billing to the brarich must be eliminated. 

5. Drafts, although drawn on customers, may have been accepted 
by the company’s own agent or by one of its foreign branches, because 
the drawees refused to accept on presentation. In such instances, 
the sales should be reversed, and the goods should be inventoried 
at cost or market value, or the outstanding drafts may be classified for 
balance-sheet purposes as drafts for merchandise in hands of agents, 
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provided that any profit included in the sales has been eliminated and 
provision has been made for any loss in the redisposal of the goods. 

6. Acceptance of drafts may have been refused by drawees on 
presentation and the goods may have been turned over to the com- 
pany’s agent. Such items should be classified as merchandise in 
hands of agents and be valued accordingly. 

The auditor should ascertain whether or not any drafts have 
been pledged against advances made by the banks with which the 
drafts were deposited for collection, or by any other banks from 
which loans or advances on account of foreign shipments have been 
obtained. Banks which decline to purchase drafts against foreign 
shipments may take the drafts for collection and advance to the 
exporter a percentage of the face value or round amounts against 
the drafts, with the understanding that the proceeds of the drafts, 
when collected, will be applied against the loan. Such drafts should 
be shown as pledged assets. 


Deposits.—Another class of items sometimes included in the 
current assets includes cash deposits put up as security when making 
bids for public work; cash deposits to assure the faithful perform- 
ance of contracts, or as security for costs, etc., in an appeal to a 
higher court, or by agents who have ordered goods in advance, such 
as automobiles; or deposits with public utility companies, etc. . 

In these and many other cases, the proprietors of a going business 
feel that the cash paid out is a good asset. Frequently they count on 
getting back the cash itself or they know that the deposits will be 
applied on purchases. When deposits are known to be repayable 
within a short time or on demand the items should be included in 
current assets. 

In the case of leases, etc., the cash may be returned, but the 
period of realization is uncertain and the company cannot depend 
upon the deposit as a fund available for other purposes than the 
special one for which it is made. The landlord who holds a cash 
deposit as security under a lease will probably require the same or a 
larger amount upon renewal. In many long leases the deposit is to 
apply on the last year’s rent. If there is no renewal, the landlord 
may hold deposits for several years, pending the settlement of a claim 
for injury to the premises. 

Deposits made to secure options for the purchase of real estate or 
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plant, are not current assets. Generally the deposit is forfeited unless 
the transaction is consummated. When not forfeited it becomes a 
part of the cost of purchase of a fixed asset. 

A deposit may indicate an otherwise undisclosed liability for 
purchase contracts which should appear on the balance-sheet. 

When the auditor can satisfy himself that the deposits will be 
applied against purchases of raw materials, or that deposits to protect 
bids have been returned after the date of the balance-sheet, he should 
apply the general rule for the classification of current assets. Raw 
materials usually are current assets and so the purchase money is 
the equivalent. It is, however, necessary to observe the rule as to 
time of realization. 


Notes Receivable 


The account “notes receivable” should include only unmatured 
notes free from liens. Notes on hand should be examined as to 
amounts, interest rates, maturities, signatures and indorsements. As 
a rule the dates and the places where payable are not important to 
an auditor. All notes receivable should be examined at the same time 
-in order to prevent substitution. Notes out for collection should be 
listed and confirmed. 
The procedure in verification will be expedited if the notes are 
classified in detail as follows: 


On hand. 

Held by a bank or other agent for collection. 

Collected in full since the date of balance-sheet. 

Renewed, with or without a part payment, since that date. 
Discounted, or sold with guaranty, before or since that date. 
Pledged as collateral to obligations of the concern before or 


since that date. 


An allowance should be made for bad or doubtful notes. In most 
respects the valuation of notes receivable should follow the procedure 
indicated for accounts receivable. In some trades, notes are given 
by concerns of the highest standing, as, for instance, in the silk and 
jewelry trades. In other businesses, such as the grocery trade, notes 
are considered a sign of weakness. The first consideration, there- 
fore, must be the custom of the business under review. If it is usual 
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to accept notes from first-class debtors, the notes should be valued in 
the same way as book accounts. (See page 107 et seq.) 

Some collection departments, when they cannot make immediate 
collections, accept post-dated checks. Many debtors will refuse to pay 
immediately, but they are willing to promise to pay at a future time. 
Of course, there is some danger in taking post-dated checks, but 
they are rarely dishonored. The check is worthless if the maker 
dies before it is paid. 

The auditors should ascertain whether any notes have been 
accepted in substitution for overdue accounts receivable. If so their 
value is questionable. 

If notes have been accepted from other than trade debtors, 
each individual note must be valued on its merits. The examination 
should cover notes under discount as well as those on hand. The 
former should be verified by correspondence with the bankers or 
by inspection of the discount records. Inspection, however, must 
not be confined to an examination and listing of notes on hand, 
because some of them may have been paid, or, if overdue and still 
carried in the notes-receivable account, they also may have been 
charged back to the makers’ individual accounts. Care should be. 
taken, therefore, to reconcile each item comprising part of the notes- 
receivable ledger account with the notes themselves or other satisfac- 
tory records. 

An effort should be made to ascertain if any notes represent re- 
newals, and, if so, the original dates should be considered. 

Demand notes and all others upon which part payments may have 
been made should, when feasible, be verified by correspondence. 
The auditor must know that part payments are frequently made and 
that care is not always taken to indorse such payments on the notes. 
Collections on account of collateral notes may be received without 
withdrawal of any part of the collateral. 


Secured notes.—In some businesses notes receivable may be 
secured by lien on some chattel, such as an automobile. The charac- 
ter of legal lien varies in the several states. Generally it is a chattel 
mortgage, lease or conditional sales agreement. In any event, the 
notes receivable should be investigated to determine the validity of 
any liens which may be discovered. 
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If notes are not paid at maturity, they should, as has been stated, 
be taken out of the notes receivable account, as that account should 
represent unmatured notes only. It may be feasible to carry dishon- 
ored notes in a separate account, but it is proper accounting practice 
to debit the personal account of the debtor with the amount of the 
note and the protest fees and to include the debt among those of the 
class to which it belonged before it was converted from an account 
receivable into a note receivable. 

Thus, if a grocer sells sugar to a customer, takes a note for the 
amount of the sale, is unable to collect when due and therefore 
charges the note and protest fees back to the customer’s account. 
he should include the new balance among his trade debtors’ accounts. 
The auditor, in valuing the accounts, should estimate the worth of 
this account, taking into consideration the facts. 

Protested notes are frequently paid after protest, but they cannot 
ordinarily be classed with accounts not due or even with those over- 
due from chronically slow payers. The maker of a note who fails 
to meet his obligation at maturity is never a desirable customer (un- 
less the notes have been protested on account of oversight or some 
other unusual contingency). Subsequent credit extended to such 
customers invites ultimate loss. 

There are exceptions to this rule in the case of such concerns as 
agricultural implement manufacturers with whom it is the custom 
to take notes for a large part of sales. Many are not paid during 
years of crop failures. These overdue notes are considered almost 
as collectible (so far as ultimate realization is concerned) as the 
unmatured notes, and, as it is more convenient for the collection 
department to handle them as notes than as part of open accounts, 
they are not charged back to the customers’ accounts. In such 
circumstances, when stating the item “notes receivable” in the balance- 
sheet, the auditor may not consider it necessary to separate the over- 
due and not due notes, but he should be sure that one class is as good 
as the other, or that a sufficient allowance has been made for probable 
loss. 

Trade acceptances should not be confused with notes receivable. 
They should appear as a separate item in the balance-sheet. 


WHEN BANKERS’ ACCEPTANCES ARE ISSUED AGAINST DEPOSIT OF 
CUSTOMERS’ NOTES RECEIVABLE.—Sometimes loans are made by dis- 
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counting bankers’ acceptances which have been issued against a de- 
posit of customers’ notes and/or acceptances. This usually happens 
when a domestic corporation has subsidiary companies in foreign 
countries. The foreign subsidiary obtains a bank acceptance and 
remits it to the parent company, which in turn discounts the accept- 
ance at more favorable rates than could be obtained by discounting 
the company’s own paper or the notes of its customers. The amount 
of the collateral will generally exceed the face value of the acceptances. 
Collection of the notes and acceptances by the bank will usually occur 
before the bankers’ acceptance becomes due. The liability and col- 
lateral held should be confirmed in the customary manner. 

Opinions differ as to the manner in which the transaction should 
be shown on a balance-sheet, i.e., whether the amount of unmatured 
bankers’ acceptances discounted should be shown as a liability or as 
a deduction from the assets. The following summary illustrates 
the method of stating the transaction on the asset side of the balance- 
sheet and sets forth the facts: 


Customers’ note and acceptances assigned to bank and bankers: 


(Winmatured:e racers cacttene career eee ene eTNae Meera reas $110.00 
Alreadyacollected andyproceedssheldiia. voce aceite ace 100.00 
$210.00 

Less, Bankers’ acceptances issued against above and discounted but not 
PV CLC irra sania e oue so sun ey srs yail’s io eesac chu synieue Sionsievatere Giereieyens ieteue ernyeieterrottole 200.00 
TH Quuit yc sein eters Tee ee eo Mee, fos Eee ee eee $ 10.00 


NOTES RECEIVABLE DISCOUNTED.—The balance-sheet should show 
the notes or acceptances under discount because a contingent liability 
exists. They are hypothecated assets against which a loan has been 
secured from the bank; therefore the aggregate under discount should 
be shown on the balance-sheet. 

Formerly, when notes receivable from good customers were dis- 
counted, the merchant or manufacturer was inclined to look upon 
this transaction as, in effect, the sale of an asset, which was thus 
removed from further consideration so far as the financial statement 
was concerned. In other words, he considered that he parted with 
his ownership of the item to the bank and looked to the bank to 
collect from the customer. It is true that the discounter of the note 
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was required to indorse it, but the contingent liability because of the 
responsibility of the indorser for payment to the bank, if the maker 
of the note defaulted, was not considered of sufficient importance to 
make it necessary to refer to it on the balance-sheet. 

Such an opinion might have some justification if practically all 
discounted notes were paid promptly at maturity, but of course, this 
is not the case. It is almost needless to say that the opinion of au- 
ditors has changed radically on the subject of notes receivable dis- 
counted; in fact it is no longer discretionary to omit reference to 
them in the balance-sheet. 

It has been claimed that the proper method is to show the amount 
under discount on both sides of the balance-sheet, because they are 
in a very real sense assets hypothecated with the bank as security 
for a loan from it. It is not the general custom, however, to state 
the aggregate amount on both sides of the balance-sheet, but, if it is 
not shown in that way, it is obligatory that a notation shall be made 
on the balance-sheet, preferably under the liability section, to the 
effect that a certain amount of notes or acceptances not yet matured 
is under discount and that a contingent liability exists until they are 
paid by the makers. 

In many cases notes for large sums, given by makers of little 
responsibility, have been discounted and renewed as long as the banks 
would take them. If the facts are not known and if several bank 
accounts are kept, it is easy to shift discounts from one bank to 
another. Obviously such notes are in reality notes payable. The 
auditor is not justified in certifying to the balance-sheet item of 
notes receivable unless he believes that all the notes will be paid 
when due, or unless a sufficient allowance is made to cover probable 
losses in realization. 


PROVISIONS FOR COLLECTION EXPENSES.—It is not considered 
necessary to provide especially for collection expenses when adequate 
allowances have been made for uncollectible accounts and notes re- 
ceivable and when the costs of collection are not extraordinary. But 
in the case of instalment accounts and in businesses such as the sale 
of agricultural implements, the expenses of the collection department 
may be large enough to induce the auditor to insist on sufficient 
allowances to make the aggregate outstanding accounts, net of allow- 
ances, substantially the equivalent of cash, 
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Accrued interest receivable—The item “accrued interest re- 
ceivable” represents amounts accrued on notes, bonds and other in- 
vestments. If the interest is due from solvent debtors who have not 
defaulted in the past and if it is due within a few months of the date 
of the balance-sheet it should be included among the current assets. 
If it represents interest on investments the interest may be added to 
the cost or other book value; the caption in the balance-sheet should 
then read “including accrued interest.” 


Stock subscriptions.—The uncollected balances due from stock- 
holders on their subscriptions to the capital stock of a corporation are 
undoubtedly accounts receivable, but it is not considered proper to 
include them with the receivables of any other class. The reason for 
this is obvious. 

If the stock subscriptions are overdue, the fact of their non- 
collection indicates either poor management or undesirable stock- 
holders. If not due, a separation on the balance-sheet will lead those 
who read the balance-sheet to inquire into the financial standing of the 
debtors. If good, showing the amount as a separate item not only 
means that a certain amount of liquid capital will be forthcoming at 
a certain date, but it also furnishes evidence that the capital stock 
is being paid for in cash, and it is reassuring as to the future, because 
the connection of financially responsible stockholders with a company 
usually means that they are prepared to stand by it and to protect 
their interests. It should be indicated whether the receivables are 
notes or accounts. If surely collectible within one year the item may 
be included among the current assets. Certain banks have not recog- 
nized this practice, but the rule nevertheless is sound. 


Investment securities—The term “investments” is here used 
in its broadest sense, including: 


Securities used as stock-in-trade. 

Securities held for temporary investment. 

Insurance on lives of proprietors. 

Sundry investments, such as those received in payment of debts 
and not immediately marketable. 

Securities of companies which are customers of the client. 

Securities of or loans to affiliated companies. 


Securities held for sinking funds and other special funds will be 
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considered in the section of chapter 12, pages 238 et seq. devoted to 
fund accounts. 

Securities and cash should be verified simultaneously. If securi- 
ties are counted at a later date, all cash transactions of the interim 
should be investigated to disclose any changes in the holdings of 
securities. If various securities are included in one account, the 
account should be analyzed to assure the auditor that the securities 
are actually those indicated. 

Treasury stock must not in any circumstances, nor to the extent 
of one share or one dollar be included under this caption. It has been 
done many times to deceive ; if it is done when there is no intention to 
deceive a dangerous precedent is established. 

As we are now discussing current or quick assets, it must be 
understood that the term “investment securities’? does not include 
securities the sale of which would affect the normal operation of a 
business. 

If stocks or bonds represent control, or a material interest, in 
other enterprises, the ownership of which is more or less valuable to 
the holder, irrespective of the direct return from them, they should be 
designated as fixed, not as current, assets. 

An examination of published certified balance-sheets discloses 
wide variation of practice in stating the item “investments.” In some 
cases the words “stocks and bonds” appear without explanation as to 
whether they are marketable securities or holdings in affiliated or 
controlled companies. In some cases the caption is qualified by the 
words “at book values.” It is to be hoped that auditors will have 
courage enough to refrain from the use of wholly inadequate ex- 
planations. 

The securities must be examined by the auditor in person or he 
must secure confirmation of their existence from those who hold 
them. It is needless to say that the securities should be counted as 
soon as possible after the audit is begun, and that all should be sub- 
mitted to the auditor at one time. If this is not practicable, the 
auditor should place one of his assistants in a position where all 
changes between the commencement of the audit and the completion 
of the verification of the securities can be detected. 

Certificates taken out for transfer should be verified by cor- 


respondence. 
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As coupons due at future dates may be detached and sold, the 
careful auditor will note whether bonds have all of their unmatured 
coupons attached or not. This is not usually done in concerns where 
bonds are frequently handled by different persons ; in other cases it is 
a wise precaution. Where investments are supposed to remain un- 
changed, it is suggested that the auditor note the serial numbers of 
a few representative stocks and bonds and check these numbers on 
subsequent visits. Securities sometimes have been sold immediately 
after an audit and replaced before the commencement of another 
audit. 

When stocks are not in the name of the concern under audit, the 
certificates should be indorsed or powers of attorney should be 
attached. 

A director of a bank told the author that in examining securities 
the same lot of bonds had been handed to him four or five times at 
each examination during a period of some years. If ordinary pre- 
cautions had been taken and all the securities had been ordered into 
the directors’ room at one time—a feasible and simple plan in this 
instance—a large defalcation would have been prevented or discov- 
ered at an early stage. 

The only exception to the rule that the auditor should verify 
the existence of the securities, is when the audit is, by agreement 
between client and auditor, a partial or limited one. In such a case 
the auditor’s report should state definitely that the securities have 
not been examined by him; and it would not be proper for the 
auditor to certify a balance-sheet in such a case without qualification. 

Where a large quantity of securities is to be examined—more 
than can be covered on the day of beginning the audit—the auditor 
seals the vault (or particular compartments or boxes) at the close 
of the day so as to be assured that no changes can be made in the 
securities overnight. If it can be done, the cash, notes receivable, 
and investments should all be examined on the same day, so as to 
make it impossible for a treasurer to make up a shortage in one 
asset by withdrawing negotiable funds temporarily from another. 
Registered securities should be in the client’s name or indorsed or 
accompanied by powers of attorney if in other names. 


CONFIRMATION OF SECURITIES OUT FOR TRANSFER, ETC.—It has 
been stated that securities out for transfer, etc., must be confirmed. 
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New York transfer agents received so many requests for confirmation 
that they decided not to comply. When it was pointed out to them 
that the banks were demanding that auditors should take nothing for 
granted, the transfer agents receded from their position. Blanks 
devised for the purpose and approved by the transfer agents may be 
obtained from the Secretary of the New York State Society of 
Certified Public Accountants. 

The auditors of a bank found that certain securities owned by 
the bank were not in its possession and asked the treasurer where 
the missing securities were. The treasurer said: “Oh, yes, I intended 
to speak to you about them. Two or three days ago I sent them to 
Boston for exchange. The new securities will arrive probably to- 
morrow.” ‘Then the treasurer telephoned to a broker in Boston and 
placed a purchase order for Liberty bonds to be put into the mail that 
day. The next morning, on arrival of the Liberty bonds, the treas- 
urer handed over the bonds to the auditors saying: “Here are the 
securities I spoke to you about yesterday.” In another day or so the 
treasurer sent the bonds back to Boston for sale. 

When the crash came the auditors learned of the fraud. In veri- 
fying securities auditors should take no one’s word but should follow 
the procedure outlined in the preceding pages and safeguard all 
items said to be in transit or out for sale or exchange. 


Investments in securities of subsidiaries.—Although it is sup- 
posed to be good accounting practice to insist on consolidated bal- 
ance-sheets in the case of wholly owned subsidiaries, there is a re- 
grettable tendency on the part of some auditors to relax this rule 
which is designed to present properly a complete picture of an in- 
tegrated business. We find certified, published balance-sheets in 
which such stocks are carried as investments. One case in par- 
ticular has been called to the author’s attention. It was that of a 
rather unsuccessful automobile company which owns a discount com- 
pany, the latter serving as a means of handling customers’ paper. 
The subsidiary borrows heavily against the paper. The holding com- 
pany’s balance-sheet does not disclose the large holdings of paper 
secured only by second-hand motor cars and trucks. The “invest- 
ment” is comparatively small and no mention is made of the large 
amounts borrowed. [Even though the holding company may go 
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through the form of “selling” the paper to its subsidiary “without 
recourse,” the holding company in fact is responsible for the lia- 
bilities which do not appear on its balance-sheet. 

Wherein is there any difference between this case and that of 
good notes receivable discounted, which established accounting prac- 
tice requires shall be listed as contingent liabilities ? 


Call loans.—Banks in large cities acting as agents (particularly 
New York) frequently invest surplus funds of their customers 1n call 
or “street” loans. The banks charge for their services and are 
responsible for due care. The loans are usually secured by collateral 
and would then be listed as secured loans. The auditor should verify 
the item by direct correspondence with the banks which negotiate the 
loans. 


Buildng and loan investments.—Shares of building and loan 
stock are often found among the assets. If unpledged, the with- 
drawal value may be included among the current assets. Book 
value is not a readily realizable asset and should be included among 
the fixed assets. If the stock is pledged as collateral against a loan 
or mortgage, it is generally shown on the asset side of the balance- 
sheet among the fixed assets, rather than as a deduction from the 
loan or mortgage on the liability side of the balance-sheet. The 
auditor may find that the account represents only the payments on 
account of dues, and in that case it would seem desirable that the 
account be adjusted to the withdrawal value. The account should be 
confirmed by correspondence with the association, which may disclose 
a loan not on the client’s books. This method of verification makes it 
unnecessary to examine pass-books, though the certificates should be 
examined to make sure they have not been hypothecated. In case 
it is claimed that formal certificates have not been issued, it would be 
well to confirm this fact when communicating with the association. 


Liberty bonds.—If Liberty bonds are not held for any special 
purpose and may be readily converted into cash, they should be 
shown immediately after cash on the balance-sheet. If held in a trust 
fund for a specific or contingent purpose, they should be under the 
heading, ““Trust Funds,” and may or may not be classified as a current 
asset, depending on the purpose of the trust fund. 
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Securities as stock-in-trade——Where the purchase and sale of 
securities is part of the regular business of the firm or corporation, 
an inventory should be taken as is done with the stock-in-trade of 
other concerns. 

It is usually easier to ascertain market values of securities than 
of other inventories, but greater care must be taken with the in- 
dividual items. The rule, cost or market, whichever is lower, should 
govern each item, rather than the aggregate. Under normal condi- 
tions and when conservatism is desired, the rule is a good one and 
applies better than it does in case of merchandise inventories. 

Any security which has depreciated in value should be written 
down to the market; an apparent rise in value may be reflected in 
the balance-sheet when the securities are in active demand and the 
market continues in an equally satisfactory condition after the date of 
the balance-sheet and up to the time of report. When this is not 
done market values may be stated in parentheses. It frequently hap- 
pens that a few sales of an inactive security may appear to fix a 
higher or lower valuation than that at which it is carried, but these 
sales and quotations of inactive securities are exceedingly uncertain. 
The auditor, in pricing securities, must be sure of his evidence. 

Negotiable securities should not be examined except in the pres- 
ence of a representative of the client. A professional auditor in New 
York who neglected this precaution was charged with the theft of 
$20,000 worth of securities. 

Care should be taken to see that the interest accrued to the date 
of the purchase of bonds, which has been recouped as part of a subse- 
quent collection of interest, is excluded from the book value of 
these securities. 


Ground rents.—When land is sold subject to reservations that 
the seller shall receive stipulated periodical amounts in the future, 
the accruing payments are called “ground rents.” The auditor should 
examine the papers on file and satisfy himself as to the capitalized 


value. 


Insurance on lives of proprietors.—Many concerns insure the 
lives of officers, executives or partners for the benefit of the business, 
and the premiums are paid by the concern. The amount carried in 
the balance-sheet for this item should be the cash-surrender value of 
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the policy. The difference between the annual increase in this value 
and the amount of the annual premiums paid should be charged to 
income. The surrender value of such insurance may be classed as a 
current asset, unless excluded by express terms in an agreement with 
creditors. 

In preparing a balance-sheet of a going concern it is proper to 
carry as a deferred item that portion of the premiums paid in each 
of the first three years which represents one-third of the cash-surren- 
der value of the policy at the end of the third year. 


VALUATION OF LIFE INSURANCE POLICIES.—When it is necessary 
to determine the value of life insurance policies, the usual method is 
to use the cash-surrender value stated at the beginning of the year. 
The theory is that cash-surrender value represents the excess of 
premiums paid over the actual cost of the protection for the elapsed 
period. In most cases the amounts stated on the face of the policies 
as the cash-surrender values and loan values are the same. 

The cash value is not the cash surrender or loan value which is 
stated in the policy as at the beginning of the year, but in all cases, 
where premiums are paid in advance (which is the general custom) 
it is the cash surrender or loan value at the end of the policy year, 
less discount to the end of the policy year. The actual value usually 
is greater when a loan is obtained, as, when policies are not surren- 
dered, dividends accrue to the holder at the end of the year. This 
is important when life insurance policies constitute one of the assets 
of a business which is sold. 

In one case a life insurance policy in favor of a corporation, the 
alleged cash-surrender value of which was carried as an asset, repre- 
sented no asset at all because the insured had reserved the right to 
borrow money on the policy and had done so, retaining the money 
himself. Auditors should insist on examining the policies. A care- 
ful scrutiny should be made of a policy to see that the insurance is 
payable to the client, and that the insured has not reserved the right 
to borrow money on it. If this right has been reserved, there may 
be no cash-surrender value to be included in the balance-sheet. When 
this condition is discovered, advice should be obtained as to the 
treatment in the balance-sheet. If money has been borrowed, the 
policy will probably have been deposited with the insurance com- 
pany. An examination of the policy will enable the auditor to 
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determine the cash-surrender value without communicating with the 
insurance company. 

The auditor should also look into the right of the insured to 
change the beneficiary at pleasure, as this places control of the policy 
completely within the hands of the insured. As he can change the 
beneficiary to himself or his estate, upon a request signed by himself 
alone, the execution of a loan agreement offers no obstacles. 

Some companies demand possession of the policies while loans 
are outstanding, but some companies do not. Many transactions 
affecting life insurance policies are evidenced by riders and these 
may not be attached to the policy when inspected. 


Temporary investments.—A good deal of publicity has been 
given in recent years to the suggestion that trading and manufactur- 
ing concerns should purchase and carry a reasonable number of 
marketable securities to provide for unforeseen contingencies or for 
extensions of the business or other extraordinary needs which require 
funds on short notice. 

The theory is that many businesses which have expanded rapidly, 
and are apparently prosperous, invest all their available capital and 
surplus in extensions of their plant, etc., and that a sudden call for 
cash finds them in a vulnerable position. This argument is sound 
enough from a conservative point of view, but it may be urged that 
the merchant who is too conservative never buys for fear that he 
cannot sell, and that he may as well invest his surplus earnings in 
his own business and thus perhaps earn a much higher return than 
can be realized from securities. 

Investment securities, to fulfil their function properly, should 
be on hand (not hypothecated) and should be presented to the audi- 
tor for his inspection. 

As the whole theory of security holdings rests on their availabil- 
ity, they should be priced at their fair market valuation on the 
balance-sheet date, irrespective af cost. Otherwise, they cannot be 
considered as the equivalent of cash. This, however, is not a hard- 
and-fast rule. If the variations in market prices are slight and the 
tendency is upward, no adjustment in values need be made. If the 
tendency is downward, the auditor should insist on a revaluation 
unless the variation is so small that the difference is trifling. 

A further test of the availability of this class of securities is the 
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existence of a firm market and stable quotations. If not listed on 
a stock exchange the bankers who make a specialty of the particular 
issues should be asked for a “bid-and-asked” quotation as of the date 
of the balance-sheet. 


Postage and other stamps.—In most audits postage and other 
stamps on hand are an unimportant item, but in some classes of 
business it is sufficiently large to require attention. This is particu- 
larly true of mail-order houses and of stock-brokers, who usually 
carry large quantities of transfer stamps. So much carelessness 
exists in this matter that it is well worth investigating. 


Deferred charges to operation—prepaid items.—lIn nearly all 
balance-sheets, items appear which can be classified under the caption 
“deferred charges to operation—prepaid items,” although in many 
cases where there are only one or two accounts, such as prepaid 
insurance, rents, etc., there is no grouping, but the items are stated in 
detail. Some deferred charges to operation are properly included as 
current assets and some are not. 

As prepaid interest on notes payable is in effect an offset to a 
current liability, viz., bank loans or similar obligations, it is a current 
asset. There may be no legal obligation to refund unexpired interest 
on a loan or note paid off in advance of maturity, but it is the usual 
practice. 

Good accounting permits the inclusion among current assets of all 
prepaid items, such as prepaid rent, insurance, interest, taxes, royal- 
ties and all other items which are chargeable to current operations 
or expenses, and are a part of the current and necessary cost of 
conducting a business which may reasonably be expected to be repaid 
to the business. 

The practice has been adopted by many of our largest and strong- 
est corporations with the approval of leading firms of accountants. 
The reimbursement must be as probable as the realizations through 
sales of raw materials and from other operating costs. In the opinion 
of the author it is improper to class as current assets accounts or 
notes receivable which do not mature within a year and stock-in- 
trade which cannot reasonably be sold within a year, except in those 
industries in which long-time realizations of “current assets” are 
recognized as usual and proper. On the same principle, prepaid 
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items which are not properly chargeable to current operations within 
a year are not current assets. Deposits under ten-year leases, which 
are to be applied to the rental for the last year of the lease, are not 
current assets during the first nine years. Discount on a four or six 
months’ bank loan is a current asset, but discount on a long-term 
bond issue is not a current asset. Perhaps the discount for one year 
might be deemed to be a current asset, but the point is rather too fine 
to be good practice. Current advertising, seasonal catalogs and simi- 
lar advance expenditures, to be used in the immediate future as part 
of the usual operations of the business, are current assets, but special 
expenditures for advertising and exploitation are not current assets. 

Prepaid commissions and advances to salesmen are current assets 
if applicable to sales within a year. They are not assets at all if not 
chargeable to expenses within a reasonable time. If other than cur- 
rent they should appear as a separate item. 

The auditor cannot verify the accuracy of the book figures unless 
an analysis is made of the charges to the various accounts. As this 
subject is discussed fully in the chapter on the detailed audit (page 
613 et seqg.), no further comment is required here. 


UNEXPIRED INSURANCE PREMIUMS,—An inspection of insur- 
ance policies should be made and the date of issue, terms, property 
insured, face amount and premium should be checked with the insur- 
ance register, or if none is kept, a schedule showing the required data 
should be prepared. Premiums should be pro-rated over the life of 
the policy and the amount applicable to the period subsequent to the 
date of audit should be determined in order to verify the amount of 
unexpired premiums carried on the ledger or to be included in the 
statements. The basis of computation should be pro rata rather than 
the “short” rate. 

If insurance is carried with mutual companies, there may be an 
amount returnable in the form of dividends or excess deposits which 
should be ascertained by communication with the companies or by 
examination of recent statements. Pay-rolls should be examined 
in the case of liability or compensation insurance to determine whether 
or not the estimated premiums paid in advance are sufficient to cover 
the actual liability up to the date of the audit and whether additional 


premiums are due or not. 
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Discount on capital stock.—Discount on capital stock is not an 
asset but sometimes it is carried as one. It is a reduction of the 
amount contributed by stockholders and should be deducted on the 
liability side of the balance-sheet from capital stock or capital surplus. 

The auditor should not assume that the account has legal sanction, 
as in many states “discount on capital stock” is not permitted by 
state laws. If such an account exists the auditor should investigate 
the circumstances and be guided accordingly. 


CHAPTER 8 


INVENTORIES—RULES FOR VALUATION 
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Of all items shown in the balance-sheet the inventory is most 
difficult to verify. An unqualified certificate on the balance-sheet 
should mean that the auditor has satisfied himself of the inventory 
as a whole. When he is not satisfied the certificate should be quali- 
fied. It is urged by some accountants that the verification of quan- 
tities is not generally regarded as included in the scope of an audit, 
that the public should assume that at present, even though there is 
no qualification, it is implied that the verification has covered values 
only. 

The author does not agree with this view. Unless there is a dis- 
tinct qualification, the public has a right to assume that the auditor 
has satisfied himself with regard to values and that whatever method 
he may have adopted to assure himself of the correctness of the 
quantities, he has found nothing which leads him to question them, 


General Rules for Valuation 


When there are no substantial changes in costs or sales prices, 
inventories are properly valued at cost. The income accounts of the 
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preceding and succeeding periods will not be affected by the quantity 
of unsold goods, and the balance-sheet will reflect current values. 
When there are substantial variations in costs or sales prices, the 
carrying forward of inventories at cost may misstate the income 
accounts of two periods. 

When there is a change in partnership interests there should 
be a new balance-sheet reflecting actual rather than book values, and 
the most important changes usually are in the inventories. A pros- 
pective partner is not willing to buy an interest in a concern which 
carries its inventories at cost when they can be replaced below cost, 
and a retiring partner is unwilling to sell goods at cost which are 
definitely worth more. There are frequent changes in the ownership 
of corporations but, owing to the form of organization, it is not 
usual to adjust the accounts when stock holdings change. The author 
is of the opinion that it is due to stockholders to present to them 
balance-sheets which are as nearly correct as possible, but balance- 
sheets cannot be relied upon if radical changes in the values of cur- 
Yent assets are ignored. 

The usual arguments against revaluations of inventories are 
these: When market values are less than cost, writing down to market 
value may show an apparent profit in the succeeding period if market 
brices rise above the inventory value, even ‘though cost price is not 
realized, or the executives may be misled by the adjusted low book 
values and fix unnecessarily low sales prices. When market values 
are above cost, the taking up of the appreciation is anticipating profits 
which have not been realized. Fortunately the solution of the diffi- 
culties is comparatively simple; there has never been any objection 
to making note of market values as in balance-sheets when they were 
greater or less than balance-sheet or book values. When they are 
less, the inventory probably has been reduced, and in that case it 
would be informative to show costs in a memorandum. When cost 
is used, the market value should be shown in a memorandum. 


Rules for verifying quantities and other factors.—The author 
has compiled directions for use by those who desire to make a real 
test of the item which frequently is the largest in a balance-sheet. If 
these are followed with care, the auditor need not hesitate to certify 
to the accuracy of the inventory item in the balance-sheet. 

These rules rest upon the assumption that, as an auditor is not 
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a valuer, he is not charged with a special or technical knowledge of 
the elements constituting stock-in-trade. If he exercises due care 
and skill he may feel that he has conscientiously discharged the 
duties imposed upon him. The rules are submitted as a guide to the 
auditor, who desires to do everything reasonably possible to inform 
his clients as to the exact condition of the business under examination. 


I. Obtain list of products, price lists, and information as to terms 
of sale, discounts, guarantees, customs relative to returns and 
allowances. If the inventory has not been taken under supervision 
by the auditor, he should look over the stock before dealing with 
the inventory sheets. 

There are such things as “bonds” representing debts, and ‘“‘bonds” 
which are used in track construction. Familiarity with terms in use 
is most rapidly gained by object lessons. 

2. Ascertain whether all the items included in the inventory are 
owned by and are under the control of the concern under audit. 
Stocks of goods are often hypothecated, and, if they have been, the 
fact must be revealed in the balance-sheet. 

3. Secure the original stock sheets, no matter how rough or soiled 
they may be. Decline to accept “fair’’ copies unless the originals 
have been destroyed, and in that case consider that a prima-facie case 
of concealment has been made out and require strong affirmative 
proof to account for the missing records. Obtain the approval of a 
responsible employee for every summary. This is better than a per- 
functory approval of so-called “fair” copies. 

Inventory certificates are not of much value but it is well for the 
auditor to insist on seeing them and to take them for what they are 
worth. 

4. If the inventory is not certified or initialed by the persons who 
took stock, by the persons who made the calculations and the foot- 
ings, and by those who fixed the prices, insist upon such certification 
and ascertain that the persons who made the certificates or supply 
the information are trustworthy and take the matter seriously. In- 
sist on a clear and detailed statement in writing describing the method 
followed in taking and pricing the stock. 

s. Test the calculations, especially all large items, and prove the 
footings. The term “large items” refers to quantity, prices and 
total amounts. If the inventory is very extensive and is made up 
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largely of small items, prove the footings by sight, i.e., foot a page 
or two and use the totals of those pages as a mental guide in looking 
over the other pages. In many instances serious errors have been 
found both in calculations and in footings, and an auditor who fails 
to pay attention to this point is open to criticism. While verifying 
the arithmetical accuracy, care should be taken to make sure that 
the units are stated properly, that is, dozen is not taken for gross, 
etc., and prices per hundred or per thousand are not applied as unit 
costs. 

6. Where stock records of prices and quantities, or of either, are 
kept, compare the totals of the physical inventory with the book fig- 
ures and trace any material discrepancy. Where these comparisons 
disclose repeated shrinkages and the physical inventory was taken 
some months prior to the date of the balance-sheet, allowance should 
be made for the estimated similar shrinkages in the period since the 
last physical inventory. 

7. When the inventory quantities are based upon stock records the 
auditor should investigate the methods of keeping the records and 
the care exercised in following the prescribed methods. A copy of 
the last physical inventory should be compared with the stock record 
to see that the latter was brought into agreement with the inventory 
at the physical inventory date. The extent of variation between the 
physical and stock-record quantities should be noted. Physical tests 
should then be made of a sufficient number of items to test the 
accuracy of the records. These tests should be at least as extensive 
as if a complete physical inventory were being checked. 

If the procedure outlined indicates no irregularities, the inven- 
tory quantities may be accepted. In case the record keeping is found 
to be unsatisfactory or differences of substantial amount exist in 
the items actually counted, the auditor should make adequate adjust- 
ments or should insist on a complete physical count if the balance- 
sheet is to be certified without qualification. If discrepancies are 
found, the auditor must not assume, without further proof, that they 
are clerical errors only. Large thefts of goods have been discovered 
by tests. 

8. Ascertain that purchase invoices for all stock included in the 
inventory have been entered in the books. Look for post-dated 
invoices and give special attention to goods in transit, the aggregate 
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of which should be included in the inventory and be entered as 
accounts payable. 

g. Ascertain that nothing is included in the inventory which is on 
consignment from others and is not owned. If goods consigned to 
others are included, see that the prices are consistent with the re- 
mainder of the inventory, less a proper allowance for loss, damage 
or expenses of possible subsequent return. This does not apply to 
goods at branches; the valuing of such stocks is governed by the 
principles which apply to stocks at the head office. Ascertain that 
nothing is included which has been sold and billed and is simply 
awaiting shipment. 

The auditor should ascertain that all goods recorded on the books 
as being on consignment are actually on hand. This can be deter- 
mined only by a physical inventory of consigned goods, taken simul- 
taneously with the count of owned goods. This is particularly impor- 
tant where consigned goods are similar to owned goods and could 
be substituted for them, as a shortage in owned goods might readily 
be covered up if the two inventories were not taken concurrently. 
As in the case of owned goods, calculations of quantities shown on 
the original stock sheets should be tested. 

When no physical inventory has been taken a careful investiga- 
tion should be made of the method for recording consigned goods 
on hand which are owned by others. 

In an audit of a woolen concern, where no inventory had been 
taken, it was found that a number of sales of consignment merchan- 
dise had been made and treated as regular sales of the company 
under audit. 

10. Title to C. O. D. shipments does not pass until payment is 
made. When C. O. D. shipments outward have not been consum- 
mated at the end of the period and there is a probability that the 
shipments will be returned, the goods should be included in the 
inventory as if no sale had been made, less a proper allowance for 
expenses. 

tr. If duties, freight, insurance and other direct charges have 
been added, test the amounts included to ascertain that no error 
has been made. Insurance, depreciation and rentals paid are prop- 
erly included in factory overhead. Duties and freight are legitimate 
additions to the cost price of goods, but no other items should be 
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added, except in unusual circumstances. Hauling and handling are 
legitimate cost items but it is not ordinary practice to include them. 

12. Cash discounts (that is, those for bona-fide prepayment and 
discounts of two per cent “flat” or under) need not be deducted 
from inventory prices when the concern consistently treats such dis- 
counts as a separate item of income.t Discounts of more than two 
per cent are not strictly cash discounts and should be deducted from 
purchases and from inventory valuations. 

13. Sometimes cash discounts are deducted from the purchase 
figures before invoices are entered in the books, and transportation 
charges are added. In such cases care should be taken to see that 
the inventories are computed on the same basis. 

14. Select a fair number of items and compare the inventory prices 
with the most recent purchase invoices and with recent orders or 
contracts for the same kind of goods. If the prices vary, ascertain 
the average cost of recent purchases. 

15. Make an independent inspection of the inventory sheets to 
determine whether or not the quantities are reasonable and accord 
in particular instances with the average consumption and average 
purchases over a fixed period. If there are overstocks the quotations 
for similar goods are not conclusive, because it is obvious that 
similar goods in quantity are not wanted, and if not wanted there 
may be no fair bid price. Exceptionally large quantities of specific 
items always deserve special inquiry. A general familiarity with the 
normal stock which any well-conducted concern in the same business 
should carry is desirable. 

In the Kingston Cotton Mill Company,” a British case, the au- 
ditor failed to discover inflation, of some years’ standing, of both 
quantities and values in the inventories of cotton and yarn on hand. 
It appears to have been admitted that a comparison of the quantities 
of cotton purchased and of yarn sold with the quantities in the inven- 
tories certified to the auditors by the managing director would have 
disclosed the fact that the quantities as stated in the inventories 
could not be correct; yet, despite this, the court held that the auditors 
were not guilty of negligence. The inventories were entered in the 
balance-sheets “as per manager’s certificate,” and the court appears to 
have taken the view that there was no obligation on the part of the 


* See page 270 for comment on this rule. 
*2 Ch. Div. 279 (Court of Appeal, May 19, 18096). 
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auditors to go back of the manager’s statement. Most prominent 
American accountants would now, however, probably agree that such 
a failure to discover the true state of affairs when the means for 
doing so were available would be inexcusable. 

It is important to remember that, in many classes of goods of 
which full stocks must be kept, the sale of a few articles at a large 
gross profit is sometimes expected to offset the probable loss on the 
goods unsold in the same class. The residual stock of such classes 
may have little value. 

Unless abnormal conditions make the test worthless, the auditor 
should attempt to check the aggregate of the inventory by the “gross 
profit test’’ and compare the percentage of gross profit with that of 
previous years. In a business in which the average gross profit 
remains fairly constant, this test is trustworthy, because, if the rate 
of gross profit is apparently not maintained and the discrepancy 
cannot be satisfactorily accounted for by a rise or fall in the cost of 
production or in the selling price, the cause of difference is usually 
due to errors in stock-taking or to improper inflation of values. 

A variant of the same test is a comparison of the aggregate 
sales for the past year (or shorter period) with the inventory. If 
the turnover has not been rapid, it may indicate an accumulation of 
unsalable goods. Some business men dislike to sell below cost and 
would rather permit a large stock of old goods to accumulate than 
dispose of the old and obsolete stock at a sacrifice. The usual out- 
come is that the stock becomes unwieldy and funds are lacking to 
purchase new goods. 

In general, the question which should be considered before de- 
ciding on the inventory as a whole is whether the inventory is in 
proper ratio to the volume of business done or not. If possible, the 
same question should be taken up with reference to the various 
sections of the inventory. 

16. Compare the inventory sheets in a general way with those 
of the next preceding period, for the purpose of noting any variation 
in the prices at which similar classes of stock are recorded. Classify 
the inventories of both periods by commodities of the same class 
and by locality. 

17. After this is completed and other parts of the examination are 
nearly concluded, apply the knowledge acquired to answering the 


following questions : 
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(a) Is any of the stock damaged or depreciated in quality ? 

(b) Have the styles changed? 

(c) Is any of the stock obsolete, or of a size or quality no longer 
used? 

(d) Have purchases been made in gross or dozen lots to induce 
a low price, leaving many odds and ends of broken lots? 


The physical condition and salability of the stock must be con- 
sidered. If the stock has deteriorated or if part of it is out of date 
or otherwise unsalable, it loses its most important factor—avail- 
ability. This is a difficult fact for the auditor to determine. He 
must depend upon his intuition and upon inquiries to ascertain 
whether or not the stock is in good condition and merchantable, sup- 
plementing this, of course, by certificates of condition from those in 
charge of the departments concerned. When any part of an inven- 
tory would not be replaced if it did not exist, a prima-facie reason 
exists for marking down the value. In many cases the actual market 
value of overstocks or old stocks is far below the nominal quotation 
for similar goods. The question to be answered is: What is the 
highest price I would pay for these goods? The possibility of resale 
is an important factor, but, if there were a good demand for the 
entire stock as it stands, the question of its deterioration would not 
arise. 

In manufacturing businesses, stocks of parts belonging to dis- 
carded or abandoned models must be kept on hand for repair of the 
models already sold and still in use. The valuation of such stock 
depends chiefly on current use and very slightly on possible future 
use. In some industries, such as automobile manufacturing, it is the 
practice to increase the percentage of deduction in proportion to the 
age of the parts for successive models—the greater the age, the 
greater the deduction. 

In the case of retailers and jobbers, the auditor should insist on 
reviewing all stock carried over from a preceding season. The Sys- 
tem in force is entirely wrong if the sheets do not show age as well 
as condition. This is especially true in some retail establishments 
where expensive furs, diamonds and antiques may be carried for 
several seasons before sale. Comparison of valuations of goods 
carried over for a full year, as stated at the two periods, may supply 
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not simply an interesting basis for criticism of those particular items, 
but it may throw light upon the inventory methods as a whole. 

18. Repossessed merchandise is generally valued at estimated 
selling price, less an allowance for selling expenses and cost of 
reconditioning. It is assumed that these deductions will be sufficient 
to reduce the value to replacement at cost. The stock should never 
be valued higher than market. 

19. Scrutinize sales since the inventory date. Compare some 
of the items to determine whether or not there is ample margin 
between replacement cost and selling price to cover all expenses of 
sale and handling, plus a profit. Otherwise it may be inferred 
that the inventory was padded, and that just cause exists for a more 
comprehensive examination. 

20. In the case of goods which are protected by firm sales orders, 
some auditors consider it proper to value at cost, or as near cost as 
can be justified by the prices at which the orders were taken, even 
though such valuation is higher than present market. It should be 
Lorne in mind, however, that sales orders are an uncertain quantity 
in a declining market, and the auditor should consider the standing 
of the customers, the form of order (whether subject to cancella- 
tion for any cause or not) and the custom of the trade, in determin- 
ing how far sales orders are to be regarded as justification for 
inventorying high-cost goods at more than current market values. 

The relation to one another of the outstanding sales contracts 
and raw material purchase contracts should be carefully investi- 
gated. In some businesses especially, it is possible that low-cost 
material originally purchased to cover long-term sales contracts 
(taken at corresponding prices) may in effect have been used to fill 
high-priced sales contracts taken for immediate delivery. The result 
is that when the higher-priced raw materials (purchased to cover 
the high-priced sales contracts) are received, they will be used to 
fill low-priced sales contracts, possibly at a loss. Businesses in which 
this is a likely contingency should have their accounting system or 
their inventory methods so arranged that they will provide auto- 
matically for it. 

While not strictly related to the inventory verification itself, it 
may not be amiss to mention the necessity for ascertaining whether 
all materials or merchandise required to fill outstanding sales con- 
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tracts have been purchased or can be secured at prices which will 
yield the desired margin of profit. 

21. When the audit is being made, during the taking of the 
inventory or immediately thereafter, select some items from the 
inventory sheets and verify by inspection of the goods on hand. It 
is very important in making this test that the auditor work from the 
sheets to the stock, because it is obvious that if the inventory is over- 
stated all the stock actually on hand will appear on the inventory 
sheets; on the other hand some items would be on the sheets for 
which there were no goods actually on hand. 

22. Verify by correspondence the stock held in public ware- 
houses, mills, bleacheries, etc., or it is permissible to accept negotiable 
receipts when they are trustworthy. Withdrawals may not always 
be noted, and it is better to make the usual verification by letter. In 
one case an auditor was deceived because he was told that non- 
existent goods were stored at the seller’s mills, “due to lack of 
space”’—in the buyer’s warehouses. Some concerns charge and 
credit converters and others with goods at cost. Such accounts are 
good checks on inventories, but care must be taken to eliminate them 
from accounts receivable. 

When negotiable receipts are not given, the auditor must make a 
good physical test when quantities have not substantially changed, 
as fraud has been concealed by overstating the quantity of stored 
goods. When quantities change rapidly, he should test the accuracy 
of the current book inventory and make further tests of the scheduled 
receipts and deliveries between the balance-sheet and_ verification 
dates. Goods sold and not delivered are often held for customers. 
These must be separated from unsold goods. If the system in use 
does not adapt itself to a simple check, there may be something the 
matter with the system. 

These suggestions may seem unduly extended and some of them 
not applicable to a small business, or to the case of a rapid examina- 
tion made to ascertain the condition of a business. Close study and 
slight modification to conform to peculiar circumstances will, how- 
ever, prove their practicability. In large businesses the auditor will 


* The Merchants Association of New York recommends: (1) that bankers 
taking indorsed negotiable warehouse receipts should inform the warehouse- 
men of the fact, and states that non-negotiable receipts made out to the banks 
are better than the indorsed negotiable receipts; and (2) that trust receipts 
be eliminated since their use has been abused. - 
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use his discretion as to procedure. Much will depend on the internal 
check, stores system and control and on other factors. 


When auditor supervises inventory taking.—When an actual 
physical inventory is taken under the supervision of the auditor, the 
following suggestion as to procedure will be found useful: 


1. The auditor should give consideration to the client’s method 
of handling, weighing, counting and measuring stock. 

2. Time of commencing count should be wisely chosen. 

3. Help should be received whenever possible from the client’s 
force. 

4. The type of inventory sheets or tags to be used is an important 
detail. 

5. The work should be arranged to avoid omissions and duplica- 
tions in count. 

6. In listing the work in process, the operations performed on 
each item should be noted on the inventory sheets or tags so as to 
facilitate the pricing later. 

7. If business is carried on during progress of the count, the 
shipments and receipts should be carefully watched and reconcilia- 
tions effected when necessary. 

8. Sheets should be written up in duplicate so that the original 
may be given to the client for pricing and the duplicate may be 
retained by the auditor. The original should be compared with the 
duplicate to see that no changes have been made, extensions and 
footings should be checked, and prices should be tested by compari- 
son with late invoices. 

g. If stock cards are kept by the client, the balance on the cards 
and the physical count should be compared by being inserted in 
parallel columns on the inventory sheets. 

After the inventory is taken, it should be reconciled with the 
stock-records, to ascertain whether any discrepancy which may be 
disclosed is in the stock-record entries for receipts or in the entries 
for stock used. This serves the double purpose of checking the 
physical inventory and helping to trace weaknesses in the stock- 


record system. 


Raw materials.—Verification of quantities of raw material does 
not vary greatly from verification of open stock of finished goods, 
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except with reference to material which is kept in piles in the yards 
or warehouses. When such piles represent considerable value, and 
actual counting or weighing is not feasible, it is desirable for the 
auditor to obtain, if possible, the individual estimates of several 
practical men associated with the business who have special knowl- 
edge, before accepting the quantity or weight said to be represented 
by the pile. 


Goods in process.—When there are many intricate manufactur- 
ing operations, goods in process can be verified to the auditor’s 
complete satisfaction only by accurate cost records. If no cost 
records are available, it will be necessary for the auditor to familiar- 
ize himself with the conditions in the factory and the operations of 
the business in order to decide whether the amount which is claimed 
to be on hand is reasonable or not. 

If a cost system in use is not co-ordinated with the financial 
accounting system, tests must be made to ascertain whether or not 
orders have been completed and billed but possibly not taken out of 
the work-in-process records. This can be best done by comparing 
the sales for, say, the preceding months with the orders in process 
included in the inventory. 

When all or part of the cost of purchasing is not included in 
factory overhead it would be right to add to goods in process a 
proper proportion of that cost, but in general practice no such part 
of administrative overhead is included in manufacturing costs. An 
exception occurs in processes requiring great time or expense. Such 
items as insurance and storage may be added properly. Ordinarily 
the cost of the receiving department is included in factory overhead 
because the receiving department is at the factory. 

If a good cost system is not in force, it is almost impossible for 
an auditor to verify satisfactorily the goods-in-process section of 
the inventory. Where applicable, the general rules for inventories 
should be followed, but most of the items will have lost their iden- 
tity if there is not a fairly good cost system. The difficulty of the 
task will not excuse the auditor from further inquiry. He will find 
in nearly every case some information bearing on the most impor- 
tant question: Is the inventory fairly priced, or is it overstated ? 

The financial standing and profits of the undertaking must be 
taken into consideration. The concern which realizes good profits is 
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not so apt to overstate its inventories as the one which is hard pressed 
for capital or is unprofitable. In the latter cases nearly everyone 
concerned may be expected to bolster up a weak statement as much 
as possible. Nothing in the inventory is easier to juggle than the 
item of partly manufactured merchandise. The most practical test 
is an examination of whatever cost records may exist. However 
crude the accounting system, no concern of any size is without some 
sort of cost records. It may be difficult to get access to them, because 
many so-called practical superintendents are strangely uncommuni- 
cative about their determinations of costs. They support, with much 
vigor, the contention that modern cost systems are complicated and 
not good. These superintendents believe that they can calculate their 
costs exactly without so much detail; but they rarely consent, vol- 
untarily, to open up their records. Yet there must be somebody 
who makes up the costs, and the production of the records should 
be demanded. The cost sheets should show the successive steps of 
each article manufactured, and some of the stages may help to iden- 
tify the inventory items. 

The auditor probably should leave this part of the audit until 
the last. If the valuations of raw materials, manufactured goods, 
plant and machinery, accounts receivable, etc., are conservative, he 
is not required to make an exhaustive inquiry into goods in process. 
On the other hand, if other items are overvalued, the chances are that 
this item will be overvalued even more, and he should be influenced 
accordingly in making his recommendations for reductions in inven- 
tory valuations. When market conditions have changed since the 
cost bases of the goods in process were determined, it is necessary 
to adjust the total values to conform to the changes made in valua- 
tion of the stock of raw materials. 

It seems hardly necessary to add that, before approving the 
valuations of all stocks of partly finished goods, it should be definitely 
ascertained that all of the stock will be completed within a reasonable 
time. 

If an adequate cost system is in use and is accurately kept, it 
will be found that the monthly or the book inventories can be con- 
sulted. Comparisons should be made of some of the items with 
actual physical inventories, and, if any substantial discrepancies exist, 
they should be investigated. 

The factors which enter into the cost (not the value) of goods 
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in process of manufacture are materials, labor and factory over- 
head expenses. It is not good accounting practice to increase the 
book cost by the addition of any other elements. 

In the Federal Reserve Board’s proposal for uniform accounting, 
27 points with respect to inventories are mentioned. Point 17 (a) is: 
“That no selling expenses, interest charges, or administrative ex- 
penses are included in the factory overhead cost.” Point 27 is: “It 
may be well to reiterate that interest, selling expenses and adminis- 
trative expenses form no part of the cost of production, and there- 
fore should not. be included in the inventory in any shape.” 


Cost system in use.—It is not necessary to emphasize the value 
of an adequate and trustworthy cost system. Competition alone is 
reason enough for high efficiency in every department of a business, 
and lower costs cannot be expected unless accurate costs are de- 
termined. 

The auditor should know enough about cost systems to be able 
to test the accuracy of the system in use. Obviously one of the 
great values of a cost system is that it permits comparison of the 
cost of similar goods manufactured at the same time or at different 
times. It does not require much technical or special knowledge to 
compare results of a system but it does require some special knowl- 
edge and experience to criticize and make suggestions. Therefore, 
the auditor as such is not expected to do more than to determine 
whether the cost system in use is accurate enough to be trustworthy 
or not. 

If it is apparently accurate, comments and criticism should be 
postponed to a time when the auditor is sure that his opinion is 
wanted. In any event, criticism is in order if the results are not 
ready a few days after the end of each month. 

It will not be out of place for the auditor to suggest that the 
government, the public and labor are increasingly devoting attention 
to costs and profits, and that no one can tell when an adequate cost 
system will serve as a conclusive answer to charges of one sort or 
another. 


UNABSORBED AND OVERABSORBED Costs.—Most cost systems are 
based on more or less arbitrary allocations of general overhead ex- 
penses. The monthly proportions must be estimated pending annual 
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adjustments. When an inventory is taken at the close of a fiscal 
period, it is assumed that adjustments will have been made prior 
to the pricing of the work-in-process inventory. In the case of 
inventories at other dates there may be a debit or credit balance in 
those overhead accounts which can be allocated. When it is obvious 
that the balances arise from errors in estimates, the inventories must 
be adjusted to correct the errors. When the debit or credit balances 
arise from seasonal operations, the question of adjustment will de- 
pend on the conditions. If the production in one month is normally 
above or below the average for twelve months, there will be a balance 
in overhead which need not be adjusted until the end of the fiscal 
period. In the meantime it may be carried as a deferred charge or 
credit. 

If the production is abnormally large or small, an adjustment 
must be made because actual production has exceeded or failed to 
reach the estimate upon which the allocations are based. It is obvious 
that facts must displace estimates, and costs are only “actual’’ when 
all known factors are substituted for unknown (because estimated) 
factors. 


ALLOCATION OF OVERHEAD AND OTHER COSTS ON BASIS OF SALES. 
—When more than one product is derived from the same raw mate- 
rials arbitrary methods must sometimes be used. The proceeds of 
the sales of by-products are usually applied against the cost of pro- 
duction of the main product without regard to the cost of producing 
the by-products. In the anthracite industry the so-called “small” 
sizes are sold for less than cost of production because of competition 
with bituminous coal. The value of gold recovered is deducted from 
the cost of mining copper or silver or lead. In some other industries, 
for example lumber, in which products of more than one grade are 
obtained by a common operation, the cost allocated to any one grade 
is more or less arbitrary. In the packing industry, by-products such 
as hides, wool and lard are credited at market or selling prices against 
the cost of fresh carcass meats. In the packing and oil industries 
one unit of raw material is broken up into many products, instead 
of bringing many raw materials together into one unit of finished 
product. 

It is regarded as good accounting practice to assign higher costs 
to more valuable products and lower costs to less valuable products, 
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even though the apparent cost of production of each grade is the 
same. This is practically the same thing as working back from the 
selling prices. Whatever objection may be made to this rough and 
ready method, it is less likely to deceive than are many elaborate 
cost systems. 

These remarks must not be construed to mean that the cost of an 
inferior product (usually a by-product) has any necessary relation to 
sales prices, nor that it does not cost as much to produce the inferior 
as the superior products. In some industries the units of inferior 
products cost as much as the main product, and sometimes more. 
The rule has nothing to do with actual costs and must be disregarded 
when actual costs are being determined. If arbitrary allocations 
of cost are used in fixing prices, the effect may be self-deception. 

The United States Treasury Regulations (Regulation 69, Article 
1617) recognize the “allocated cost” method: 


A taxpayer engaged in mining or manufacturing who by a single 
process or uniform series of processes derives a product of two or more 
kinds, sizes, or grades, the unit cost of which is substantially alike, and 
who in conformity to a recognized trade practice allocates an amount of 
cost to each kind, size, or grade of product, which in the aggregate will 
absorb the total cost of production, may use such allocated cost as a basis 
for pricing inventories, provided such allocation bears a reasonable rela- 
tion to the respective selling values of the different kinds of product. 


Finished goods.—Finished goods are generally found in one uf 
the following four conditions: 


Unbroken cases. 

Open stock. 

Merchandise at public warehouses. 
Merchandise in hands of converters. 


The verification of the unbroken cases is a comparatively simple 
matter in the case of concerns which keep accurate stock records. 
Even if such records are not kept the cases are generally piled so 
that it does not take long to make a physical count. 

The verification of open stock is somewhat more difficult. If the 
amount involved is small, little verification of quantities would seem 
necessary. If the amount is large some tests are usually practicable. 
For some kinds of merchandise, such as silks and woolens, piece 
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numbers are used which serve as a basis of ready verification or 
identification of the goods on hand. 

Items appearing on the inventory sheets should be selected for test 
and the existence of the stock in the correct quantity listed in the 
inventory should be verified. In testing the quantities on the inven- 
tory sheets the items of greatest value should ordinarily be selected. 

The quantity or value of merchandise in the custody of mills, 
bleacheries, throwsters, dyers and others, can be verified by corre- 
spondence. 

If a good system of cost accounts is not in force, it will be difficult 
to check the prices placed upon stock-in-trade which has been wholly 
or partly manufactured by the client. If the cost system is accurate 
and trustworthy, care must be taken to ascertain that the results 
secured with it are used as the basis for the inventory. A practice 
of pricing finished goods at sales prices irrespective of firm orders, 
less an estimated cost of delivery and similar charges, deserves con- 
demnation.* It anticipates the entire profit on such sales, and it is not 
considered conservative to take credit for profits which are not fully 
earned until delivery has been made and a cause of action has been 
established against a solvent debtor. Until delivery has been made 
and the goods have been accepted, the sales contract is not complete. 
Orders may be canceled or goods refused for so many reasons that 
they cannot be enumerated here; therefore conservative manufac- 
turers rarely consider that any profit is earned on undelivered goods. 
When for balance-sheet purposes it is deemed advisable to show the 
value rather than the cost of part of the inventory, the unrealized 
profit must not be merged with the current income but must be sep- 
arately stated. 

Some cost systems include ordinary overhead charges, and others 
go so far as to include rent and interest. In a balance-sheet which 
is to be used as a basis for credit, the item of interest should not 
be considered as a part of the cost of the goods unsold, and other 
items nearly as questionable, such as rent, administrative salaries, etc., 
should be excluded, unless the auditor is fully convinced that their 
inclusion is in order. In other words he should not certify to an 
“inventory-at-cost” item in the balance-sheet unless assured that the 
word “cost” in that particular case carries with it its own explanation, 
and that subsequent criticism will not arise. ‘Cost’? may include all 


‘For discussion of exceptions to this general rule, see page 1092. 
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expenses incurred in manufacturing, except selling and managerial 
expenses, but profit must not be included. Selling and administra- 
tive expenses continue after the inventory date. Those incurred 
prior to that date should be charged off. 

It is obvious that the “inventory-at-cost” item should be certified 
only if the cost price is below the net selling price, allowing for all 
expenses of sale and carrying, and if similar goods cannot be dupli- 
cated in the market at a smaller cost. This may be a difficult point 
to determine, but it must not be overlooked. One test is found in the 
general results of the business. If the business is conducted at a loss, 
it may be that costs are excessive, and that to use such figures would 
be to overvalue the assets to the extent of the excess. If a factory 
is running on part time only, or if it is a new enterprise, the actual 
cost of production may be in excess of the market value of similar 
goods. In such cases the stock should be marked down to the market 
price. 

For inventory purposes “standard” costs should not be used 
without thoroughly testing the cost procedure to see that such costs 
are reasonable and may properly be considered actual. In other 
respects the procedure in verifying the inventory of finished goods 
is the same as that suggested for “raw materials.” ® 

If by-products are manufactured from the scrap or waste mate- 
rial, and if the by-product cost includes the cost of the raw material 
which would otherwise be scrapped, the auditor should satisfy him- 
self that the cost of the main product does not also include the value 
of the scrapped material. 


Supplies, stores, etc.—In addition to the regular stock-in-trade, 
other supplies are usually on hand and should, of course, appear in 
the inventory, unless the total value is very small. 

These items should be separated from the merchandise stock. 
Such items as fuel, office and factory supplies and similar materials 
and stores are in the same class as raw materials. Repair parts and 
construction items are not current assets. Ordinary repair parts and 
similar items which are to be used and charged to maintenance, say, 
within a year, are current assets and may be included at cost. 

The general rules of inventory valuation apply. Care must be 
taken that nothing is included except usable items. The auditor 


® See page 144 ef seq. 
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should demand the original stock sheets and test their accuracy suf- 
ficiently to satisfy himself that the items are genuine and that quan- 
tities are not overstated. 

Containers may be included in current supplies, but not more 
than one year’s supply. Stock in excess of the year’s needs should 
be included in fixed assets. In one case an auditor found that at 
least 10 years’ supply was on hand. An adjustment of the inventory 
reduced the current assets almost to the minimum requirements of 
ani existing trust indenture. 

It is sometimes found that partly used articles are included under 
the caption “Supplies, stores, etc.” Except in special circumstances, 
it is not proper to include anything except new and usable materials, 
which would have to be duplicated at the same or a greater cost if 
they were not on hand. 

On the assumption that the costs of special tools, etc., will be 
written off over a comparatively short period, it is contended by some 
writers that they should be treated in the same manner as materials 
entering into the manufacture of the product itself. Items of this 
class, however, should be treated as fixed assets. 


Adjustments’ necessary when costs are declining—One of 
the most difficult problems is the valuation of work in process and 
finished goods, when some but not all the elements in costs are 
declining. The following comparison illustrates the problem: 


FINISHED Goops 
Replacement Cost, 


i.e., 
Actual Cost Actual Market 
VU Cra lee. eoeearnte cede a dohsntchsrebare eeaene otene ats cars $100 $ 50 
EAD OTM eet eter eaten seateabe. a 200 120 
WUErNCACE ERE PRINT ise. tuna atelssgeuhie ec 200 200 
AREY cr tae cle chtso Dns oO ORR ORS Ch IR i DEUCE aE $500 $370 


This illustration assumes that material has declined 50 per cent 
and labor 40 per cent. Overhead may remain at the same figure or 
be changed. The method to be adopted in reducing the inventory 
of finished goods or work in process to market will depend upon the 
method used in computing costs. In some cases it is possible to 
substitute, in the cost sheets, the replacement costs of labor, material 
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and overhead in lieu of actual costs and so to arrive at an exact 
replacement cost. In other cases the reduction must be made on a 
percentage basis, and when the percentages can be properly sup- 
ported this method should be acceptable. 

Work in process should then be valued by applying the estimated 
ratios of decline to the actual cost of the inventory of goods in 
process. Different stages of completion will require adjustment. 


Goods in transit—Goods in transit can be best verified as to 
quantity from the purchase invoices. The auditor should make cer- 
tain that such invoices have in fact been set up as liabilities and that 
the same goods are not also included in the section of the inventory 
which is supposed to be a list of the goods actually on hand. He 
should ascertain if goods in transit are covered by insurance and in 
whose name the policies are written. 


TREATMENT WHEN TITLE HAS NOT PASSED.—Except in rare cases 
the auditor should not be influenced by technical questions of title. 
If he is in doubt, ignorance will not serve as an excuse—counsel can 
be consulted. In many cases where there has been intent to deceive 
creditors, merchandise has been omitted from the assets and its cost 
from the abilities on the ground that title had not passed and that it 
would have been “improper” to have included such stock. This is 
absolute subterfuge. A balance-sheet is not a legal document but is 
an estimate of assets and liabilities, including contingent liabilities. 
This answers the question. It is an insult to one’s intelligence to 
quibble over legal refinements when preparing a balance-sheet. The 
intent of the parties generally governs commercial transactions to 
such an extent that it affects interpretation of the legal principles 
which apply. 

Sometimes the title to goods in transit depends on acceptance or 
approval by the consignee. The mere fact that such a right exists is 
not justification for omitting the item from the balance-sheet. The 
intention of the parties should govern. 


Advances by factors.—When advances have been received from 
factors, it is good practice to deduct the advances from that part of 
the inventory which is noted on the balance-sheet as being pledged, 
rather than to set up the advances as a liability. This procedure 
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shows the specific assets which are pledged and the specific liabilities 
against them, whereas in merely stating the advances as liabilities the 
lien against the finished goods might not be disclosed. It is never 
good practice merely to state the equity as an asset. 


Advances by customers.—Advance collections from customers 
are sometimes deducted from inventories, on the theory that an 
equivalent amount of inventory is the property of customers. Nat- 
urally the plan produces a better looking balance-sheet. But the 
assumption may not be justified by the facts as the goods in the 
inventory may not be earmarked or set aside for account of the cus- 
tomer. There is much to be said for omitting the apparent liability 
from current liabilities. When goods are being made to order or 
construction work is being done and the so-called advances are in 
reality payments on account there can be no objection to the deduc- 
tion. In such cases net amounts due from customers are assets. 

When the accumulated charges against specific customers are 
less than the advances received the credit balances may be shown as 
deferred credits if circumstances justify; otherwise the balances 
constitute liabilities. 

Advances from any one customer should never be used to reduce 
general items in the inventory or the accumulated charges against 
other customers. 


Bailments—When included in inventory.—In some branches 
of business it is customary to send material to other concerns for 
some form of processing, for instance, bleaching or dyeing. At the 
date of the inventory such items are included in the inventory if 
they are to be returned in kind; but some firms have varying arrange- 
ments for the return of the “products of the property,” such as flour 
for wheat, refined copper for ore, etc. The United States Treasury 
holds that this exchange amounts to a sale, and the goods returnable 
under such arrangements cannot be included in the inventory. 

The effect of this ruling is to permit concerns to anticipate the 
profit or loss upon products which have been converted but not de- 
livered to actual customers. It would apply only to concerns which 
adopt the practice as a settled policy. Ordinarily any goods which 
have yet to be sold should be treated as inventories—not as accounts 
receivable. 
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Goods returned for repair, etc——When goods have been sold — 
“frm” and are returned for adjustment or repair they should not be 
taken back into the inventory. The cost of free repairs should be 
classified as a liability. 


Special Inventory Considerations in Various Lines 
of Industry 


The discussion thus far has dealt with rules for valuation which 
are of general application. 

There are special problems in verification of the inventories in 
certain industries which require attention. Questions which arise in 
the audit of some of the principal industries must be considered 
briefly. The discussion is not intended to be comprehensive. There 
is a copious literature specifically dealing with almost every industry. 


Automobile financing.—When scrutinizing the inventory value 
of repossessed motor cars the auditor should ascertain the average 
loss per car sold in the past year, with the purpose of reducing the 
inventory account accordingly. Repossessed property must be re- 
sold and it is considered good practice to permit the period which 
makes the resale to realize a profit; therefore, the reacquired prop- 
erty should be carried in stock at a value which will permit a future 
sale at a profit. On the other hand as the resale is incidental and not 
the principal business of a finance company, the auditor need not in- 
sist that a profit be realized in the resale period ; but there should be no 
loss in realization. 


Agricultural machinery.—While the danger of inventory pad- 
ding may exist in any business, it is particularly liable to occur in the 
agricultural machinery industry. Production is in many cases un- 
_ balanced, and, furthermore, worthless and unsalable machinery is 
often returned or taken in part payment for new machinery. The 
auditor, therefore, must determine carefully whether the inventories 
are properly valued or not and if sufficient allowance has been made 
for obsolete parts. On the other hand, it must be remembered that the 
manufacturer must carry complete sets of repair parts for types of 
machinery which have been discontinued even for several years. 
These should be carried at a low valuation, dependent on the sales. 
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The auditor should test the value of spare parts by having the sales of 
several months analyzed. It may be found that the average monthly 
sales of certain parts will indicate a supply good for a hundred years ! 

The auditor should ascertain whether second-hand machinery is 
properly valued or not. It should be carried on the books at an 
appraised value, or at scrap value if it cannot be reconditioned. The 
past experience of reconditioning costs should be investigated. 


Canning.—The inventories in the canning industry consist largely 
of finished product, as the raw materials have usually been consumed 
either in planting or canning. An approximate proof of the quanti- 
ties of the component parts of the finished product can be obtained 
by the following formula: 


Inventory at beginning of period + the “pack” during the period 
— shipments, swells and spoilages during the period = Inventory 
at end of period. 


Inventory valuation in this industry is usually simplified as a 
result of the sale for future delivery to wholesalers of all or most of 
the product on hand at the close of the fiscal year. Where there 
is a surplus on hand, for the sale of which contracts have not been 
made, the product should be valued conservatively, as the market 
may he unable to absorb the excess production at anything like con- 
tract prices. Asa general rule in such cases, the product should not 
be valued at anything above cost—meaning thereby that the amount 
of the total cost of each class of goods should be distributed among 
the various grades in proportion to the market prices of the respective 
grades. If, however, market conditions seem to indicate that even 
cost will not be realized, the valuation of the inventory should be 


corrected. 


Cement.—The auditor should carefully verify the inventories at 
the several steps of manufacture ef cement. The fact that many 
companies handle their materials, mixtures and unsacked cement in 
bins of predetermined measurements will aid the auditor in veri- 
fying the inventory quantities. The quality of cement is ascertained 
by its analysis and by determining its specific gravity, fineness, me- 
chanical strength and soundness. The auditor should enlist the aid of 
the company’s chemist in determining that the mixtures in process are 
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proper, and that the quality of the clinker and cement on hand is 
satisfactory. The inventory value of materials in process and of 
finished cement should not exceed their cost, after due allowance 
has been made for marketability. Occasionally the question of 
marketability becomes a serious consideration, because of the failure 
of a quantity of cement to meet the requirements specified for its 
use. Architects do not hesitate to reject shipments that do not ful- 
fill the requirements of their specifications. In these cases it may be 
that other markets are available, but it is inadvisable, from an ac- 
counting point of view, to inventory at cost a defective product or 
a product that requires further handling or further processing before 
it will become salable. 

The fact that shipments may have been rejected because of failure 
of the cement to meet the specifications makes it important that the 
auditor inquire particularly into accounts or notes receivable which 
have been outstanding for some time. Substantial adjustments of 
these accounts may be necessary. 


Chemical.—Inventory quantities in the case of a chemical plant 
should be taken exactly. This can certainly be done for the greater 
part of the inventory. Acids or other liquids can be measured 
accurately. The office should have on file a record of the capacities 
of various tanks, or, in the absence of such record, calculations may 
be made in co-operation with the plant engineering staff. The auditor 
will do well to make a physical inspection of a large part of the inven- 
tory, or, better still, to be present at inventory-taking. 

The principles underlying valuation of inventories are similar 
to those for fertilizer plants. Possibly the task is more difficult 
and of even greater importance in this case. Some dyestuffs, inter- 
mediates, etc., have a high unit cost. The inventory items amount to 
large sums, and it is not always easy to detect overvaluations. If 
a good cost system is in operation, its results should be studied but 
not accepted without careful review. Among the problems to be 
considered is the company’s treatment of by-products and the valu- 
ation of them. Probably the best way to treat them with reference 
to costs is to credit the process with a conservative figure for by- 
products—an amount which is clearly realizable. If by-products 
accumulate unduly, they should be viewed with suspicion and appro- 
priate valuations should be used. By-products frequently have a 
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large contingent value, but only a small actual realizable value at the 
inventory date. The plant may not be able to use them and perhaps 
they cannot be sold to advantage. 

Sometimes a chemical process results in the formation of: two 
products, and there may be a difference of opinion as to which is the 
main product and which the by-product. The total cost should be 
apportioned to the two products in a way which will state both con- 
servatively. 

Intermediates are sometimes made only for use in the manu- 
facture of finished products, and not for sale. If excessive quantities 
are on hand, the questions of salability, use and price require careful 
consideration. 

Chemical content and strength of products are important factors 
to be taken into account in the valuation of merchandise. Some prod- 
ucts deteriorate rapidly. Others are of such a nature that they may 
evaporate and disappear. It is not safe, therefore, to rely even on 
recent book inventories. Physical existence and condition should 
both be verified. 

Costs in a chemical plant often form a kind of endless chain; 
products are made and then used to manufacture other products. 
This process may be repeated several times. Excessive cost in one 
of the basic materials may be passed all along the line. Consequently 
the auditor should ascertain market prices whenever he can. For 
some intermediates this may not be possible. Their valuation may 
have to be judged by consideration of cost of products made from 
them, and also by consideration of yield and plant efficiency. Costs 
in a chemical plant often vary unduly from month to month, in re- 
sponse to volume of production, fluctuating elements of overhead, such 
as repairs, and varying yields. Chemical products unite in definite 
ratios to form new products. There is a theoretical yield in every 
case, which, although it is not actually reached, should be approached. 
Costs may be excessive because of poor yields. It is not safe to 
take last costs or average costs, without making a review of con- 
ditions. Generally speaking, the main elements of cost in a chemical 
plant are materials and overhead. Labor cost per unit of produc- 
tion is in most cases reiatively small. Ingredients entering into 
material costs may have been stated at too high a figure, and over- 
head is subject to so many variations as to require careful review. 
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There should always be a margin of profit between inventory valua- 
tions and selling prices. 


Crude oil—At the time of closing the books of crude oil com- 
panies, the tanks will contain some crude oil, which is often valued 
at current selling prices, as the quantity is usually small. In the 
circumstances the auditor will probably accept the valuation at sell- 
ing prices, as the oil is, in effect, in transit, although strictly speaking 
it should be valued at cost, including depletion and depreciation. 
At times the oil concern may keep part or all of the oil in storage, 
pending an expected rise in price, or the purchaser may refuse to 
take all of the production. In this event the oil in storage should be 
valued at cost of production, including depletion and depreciation. 


Fertilizer—The three principal ingredients of fertilizers are 
nitrogen (usually in the form of ammonia), potash and phosphoric 
acid. “The phosphoric acid must be in an available form, i.e., in 
combination with bases forming soluble salts and thus readily pass- 
ing into the soil to be absorbed by the vegetation. . . . The mate- 
rials used in the production of fertilizers are principally natural salts, 
such as the nitrates from Chile, and potash salts from Germany, 
phosphate rock from Florida, Tennessee, etc.; nitrogenous animal 
matter, such as packing house refuse and fish, cottonseed-meal and a 
variety of other materials. Sulphuric acid is required in conjunc- 
tion with phosphate rock to obtain phosphoric acid.” ® 

Some fertilizer plants make their own acid phosphate; others 
buy it. The former may manufacture their sulphuric acid with 
which to treat phosphate rock or buy all or a part of their acid. 
Animal bones are an important element in the fertilizer industry. 


QuantTiTIEs.—It is apparent that piles of bones, dried fish, 
ammoniates and phosphate rock, tankage base, etc., cannot be veri- 
fied or exactly measured for inventory purposes. There is, how- 
ever, an approved method of inventory-taking. The greater part 
of the materials, whether ingredients or mixed fertilizers, are gener- 
ally stored in bins, the capacities of which are known. The factory 
stock-clerk will or should keep a record of all merchandise on hand. 


°F. C. Belser, “Cost Accounting for Fertilizer Manufacturers,’ Journal of 
Accountancy, March, 1015s. 
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' His records are based upon receipts of materials, goods manufactured 
or mixed and shipments or quantities used for manufacture of other 
products. His record should show the location of all stock. Some 
materials are liable to change in weight as a result of evaporation, 
absorption of moisture, etc. 

Stock on hand is physically examined and estimates of quan- 
tities are made for comparison with factory records. Sometimes 
the records are available at the time of the inventory inspection 
and estimates are made of overages or shortages. Records are 
adjusted to accord with estimates. All apparent shortages should 
be written off. Great care should be taken with respect to appareut 
inventory overages which may be incorrect. The foregoing method 
may appear at first as a rough and ready one, but it is surprising 
how closely those familiar with the industry can estimate quantities. 
In well-managed factories, an effort is made to promote inventory 
accuracy by separating known quantities, such as material received 
or lots manufactured, and by crediting shipments and transfers, and 
making necessary adjustments as each pile is exhausted. A physical 
inventory is taken monthly in a well-managed factory and adjust- 
ments are made frequently. The inventory at the end of the fiscal 
year differs from the monthly inventory only in that possibly greater 
care is taken. 


VALUATIONS.—In order to understand the problems involved in 
the valuation of fertilizer inventories, it is necessary to consider the 
types of merchandise carried. 

Inventories include ingredients or raw materials which have 
been purchased, such as, for example, phosphate rock, tankage 
sulphate of ammonia, nitrate of soda. There may be other ingredi- 
ents which have been manufactured for further use, such as sulphuric 
and other acids. There are, also, finished products. These are likely 
to consist in considerable part of mixed fertilizers. Fertilizers are 
dry mixed to form the various brands or combinations in use. Such 
brands are referred to by proportionate parts or percentages. Thus 
2-8-5 means a mixed fertilizer containing 2 per cent ammonia, 8 per 
cent available phosphoric acid and 5 per cent potash. Some state 
agricultural departments require the ingredients to be stated in 
different order, so that, for example, this mixed fertilizer in some 


states is known as 8-2-5. 
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Those parts of the inventory representing purchases of ingredi- 
ents are to be valued at cost or market, whichever is lower. Market 
prices may be determined in some instances from quotations such as 
are found in Oil, Paint and Drug Reporter or other trade papers. 
In some cases quotations.may be nominal. It is then necessary to 
consult with executives and purchasing agents and to exercise good 
judgment, using all available data. 

In the valuation of inventories it is generally necessary to know 
the chemical content of stock on hand. Original purchase prices 
of raw materials or ingredients are often based upon chemical 
analyses. For such materials the actual chemical composition must 
be taken into consideration. Similarly, in case of a plant’s own 
product, chemical content is often a determining factor as to value; 
thus, 16 per cent acid phosphate may be used as the standard. If 
14 or 17 per cent acid phosphate is on hand, the price must be 
adjusted accordingly. 

Finished products may include a large number of commercial 
mixtures. Inventory valuation of mixed goods may be obtained 
by substituting for the prices used on cost records the figures already 
ascertained as the correct inventory values for the various ingredients. 
Unit prices per ton can, of course, be found by dividing the total 
material value by the number of tons produced. To the unit value 
thus obtained there should be added labor and expense per unit. 
These amounts can be obtained from the cost records for the period 
in which the goods were made or, if production was abnormally low 
during that time, the average for six months or a year can be used. 
Other elements of cost, such as bagging, can be determined from the 
records, and the proper amounts can be added. 

As in all inventories, it is a proper inference that the ordinary 
profit margin should obtain between inventory values and current 
selling prices. 

Some fertilizer plants are well integrated, that is, they manu- 
facture ingredients which others buy, or several plants may be 
operated by one company or by several affiliated corporations; there- 
fore the auditor must make certain that any intercompany or inter- 
departmental profit in inventories is eliminated. 


Retail stores.—A great many department stores are now using 
what is known as the “retail method” of keeping inventories. This 
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method is more or less accurate, depending upon the care which is 
used in recording the mark-ups and mark-downs of the prices of 
merchandise and in the segregation of merchandise into departments. 

The retail method of merchandise or inventory control is briefly 
described as follows: 

The inventory for each department at the beginning of the ac- 
counting period is priced and extended at both cost and retail, or 
selling, values. Subsequent purchases are also priced and extended 
at retail values and the totals, both cost and retail, less adjustments 
for returned purchases, are added to the inventory at the beginning 
of the period at cost and retail values. Any changes made in the 
selling or retail prices for mark-ups are added to the sum of the 
inventory and the purchases at the retail prices. The difference 
between the two totals, i.e., between total cost and total selling values, 
will represent the amount by which the valuation of the merchan- 
dise has been increased above cost. The total of the inventory, pur- 
chases at retail and the mark-ups is applied to the difference to show 
the percentage of mark-on. This percentage is sometimes referred 
to as the “mark-up” but the term ‘“mark-on” should be used in order 
to prevent confusion when the term “mark-up” is properly used to 
designate the increases made in the marked retail prices. If the total 
of the sales and of the mark-downs is deducted from the sum of the 
inventory, purchases and “mark-ups,” the result should show the 
retail value of the inventory at the end of the accounting period. 
Discounts, losses, samples, etc., must be taken into consideration also. 
The cost value of the inventory is determined by deducting from 
the inventory at retail the amount of mark-on, which is computed 
by applying to the inventory at retail the percentage of mark-on. 
An example illustrating the use of this method is given on page 172. 

Inasmuch as the percentage of mark-on for the department in the 
example is 33.33 per cent, this percentage is applied to the book 
inventory at retail, $28,000, and $9,333 is deducted to reduce the 
book inventory te a cost of $18,667. 

This example is based on the assumption that the percentages 
of mark-on of the items in the department are practically uniform 
and that the remaining merchandise has its proportion of both the 
goods marked up and those marked down. 

When the retail method of calculating the inventory is in use 
and when no physical inventories are available, the auditor should 
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satisfy himself of the substantial correctness of the book figures by 
making a careful survey of this part of the store’s accounting records 
to be sure that no errors of principle or clerical errors for a ma- 
terial amount have been made. 


DEPARTMENT No. I 


Cost Retail 


Minventoryeat: DESInInine On mmont ies epmeseete tei srrereretren reese $25,000 $37,500 
IPA CHASES (Es ctr cte he chs. Oe ete oe kes nie rate toe Whe ha, Satatete el etaie ste ets 22,000 31,000 


$47,000 $68,500 
esse PurChases, LEtULned ye: calories ierieucsouevere:sis [ete aierorerereteloreioeas 2,000 3,000 


$45,000 $65,500 
MENA felbistele Taledel. Gaoun 6 oO Spor Ooo OnDCCOUdHOEaUOGU SSO Obs 6o0N 2,000 


$67,500 
The difference between the cost and the marked-up retail value 
without considering the mark-downs ($67,500—$45,000) is $22,500, 
or 33.33 per cent of $67,500 


Mark-downsucuniie initia vetee stele ste eke cient ier oe ectecnsureteiole 4,000 

$63,500 
Salestatt retailwevae - As... Gales Glet. . SRT bine siete wah etrad ahs tas ake 35,500 
Booksiniventonyeatvendson monthieat tetaill sett rmiichreicie attests $28,000 


The auditor must remember that in accepting a book inventory, 
based on this method of calculation, he is dealing with general aver- 
ages which may be affected by the volume of sales, the proper or 
improper classification of merchandise, or other factors which may 
cause him to overstate or to understate the inventory on the balance- 
sheet. 

The best proof of the accuracy with which this inventory method 
is being used is the record of comparisons with physical inventories 
when taken. 

The inventory shortages and overages, that is, the differences be- 
tween the book and the physical inventories, of the various depart- 
ments should be examined closely. The record of such shortages 
and overages for several prior periods should be studied. If it is 
found that the stock of a department is continually short and there 
is no explanation for the shortage, the preparation of the purchase, 
sales and inventory figures should be examined closely and the pos- 
sibility of theft should be considered. 
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The subject of inventory differences in department stores has 
been studied closely by the Controllers’ Congress of the National 
Retail Dry Goods Association which has prepared a pamphlet on 
inventory shortages and some of the remedies, 7 

The income-tax regulations with respect to this method of valuing 
inventories are covered in the author’s Income Tax Procedure, 1927, 
Vol. I, page 373 et seq. 

The daily newspapers recently contained detailed descriptions of 
the methods used by R. H. Macy & Co. in New York. An inven- 
tory of $11,000,000 was taken in “from two to five hours after the 
gong sounded.” 


PURCHASE Discounts.—Where the retail method of inventory- 
ing merchandise is adopted, the auditor should ascertain the procedure 
relative to purchase discounts. Some business concerns, notably some 
department stores, that use the retail inventory method include in 
the amounts charged to departments for merchandise, not only pur- 
chase discounts and cash discounts to which the company is entitled 
for prompt payment, but also additional arbitrary discounts. Some 
stores adopt a standard rate of discount, say, 5, 6 or 7 per cent, which 
is treated as general income of the store, and adjust the cost of 
merchandise bought at other rates of discount to this basic rate. 
For example, in a store which has adopted a standard rate of 6 per 
cent, if goods are billed at $100 less 2 per cent, the department may 
be charged at $104.26 as that sum, less 6 per cent, is $98. For sim- 
plicity, a store might simply add $4 (4 per cent of $100), and 4 per 
cent which would be the difference between the discount rates of 6 
per cent and 2 per cent. 

At the present time the practice among department stores and 
other retailers with respect to added or loaded discounts is not uni- 
form. Some executives consider that the adding of such discounts 
entails extra bookkeeping without advantage; on the other hand, 
some executives believe that it is well, as a matter of policy, to 
charge the departments with merchandise at costs which include 
such added discounts, thus affording a source of book income to the 
store as a whole under the caption of discounts earned. There is, 
of course, nothing to prevent the apportionment of such discounts 
to the various departments affected, if it is so desired. 


7 Retail Inventory Shortages and Remedies. 
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From an auditing point of view, the important consideration is 
to make sure that the inventory at the close of a fiscal period is 
properly adjusted; that is, that proper deduction is made for dis- 
counts included in book figures but not earned. 

As already stated, two classes of discounts may be included in 
the inventory figures, namely purchase discounts, including cash dis- 
counts and added discounts. One method of treatment is to deter- 
mine at the close of any fiscal period the amount of such discounts 
included in the inventory and to carry these items as liabilities de- 
ductible from the inventory total. Added discounts and purchase 
discounts, including cash discounts, are ordinarily carried to the in- 
come account during the period. At the close of the fiscal period 
the balance of unearned discounts should be carried forward as credit 
balances on the books—that is, as liabilities to be applied as deduc- 
tions from an asset. The aggregate of the discount accounts, less 
these unearned balances, are the amounts taken up into current 
income. 


Textile. — 


CoTTON MILLS—RAW MATERIAL AND WORK IN PROCESS.—It is not 
customary to keep large quantities of cotton in the bins at cotton 
mills. Usually a separate room or a warehouse is set aside for cotton 
in bales. It is not difficult to verify this stock because each bale 
bears a specific mark. 

The room in which the cotton is opened does not as a rule con- 
tain much baled cotton, inasmuch as the stock is fed to the machines 
almost as fast as it is opened. 

An approximate proof of the quantities in a cotton mill inven- 
tory can be obtained by using the following formula: 


1. Pounds of raw cotton, cotton in process and finished cloth on 
hand at the beginning of the period. 
Add 
2. Pounds of cotton purchased during period. 
Deduct 

3. Pounds of cotton sold in cloth during period. 

4. Pounds of cotton waste sold during period. 

5. Pounds of cotton invisible waste during period. 


The invisible waste may be determined by the use of the esti- 
mated percentage of waste as shown by the mill’s experience. 
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Sometimes a mill, in addition to operating upon its own stock, 
performs one or more operations upon stock sent to it for that pur- 
pose by other concerns. Such stock should be included in the inven- 
tory only at the value of the labor and overhead expended upon it. 

Warp yarn on beams ready for weaving and warps in the looms 
are generally represented by tickets which show the number of cuts 
or pieces which, multiplied by the standard weight per cut, will give 
the weight of the yarn. 

The ideal inventory condition as regards the loom exists when 
all cloth has been cut off and forwarded to the cloth room. This, 
however, is very seldom practicable because the cloth should be sev- 
ered only at the cut mark to have uniform lengths for the market. 
Weaving is generally paid for on a piece-work basis and the wage 
is calculated only on the completed cloth taken off the loom. The 
weaver is not paid for cloth remaining in the looms at inventory 
time, until a later date, which, of course, is in the succeeding period. 
Cloth on the looms is, therefore, regarded as yarn, the weight of 
which is found by multiplying the estimated portion of a cut by the 
standard weight per cut both for warp and for filling. 

The cost system in use in the average cotton mill is not co- 
ordinated with the general books. In verification of the inventories 
of goods in progress the auditor should investigate the cost records 
and the method of preparing the cost figures. The material cost is 
usually based on the average purchase price of cotton opened during 
the preceding month or, in some instances, the preceding quarter. 
The allowance made for waste, which is deducted from the cost of 
the cotton, in many cases covers only the waste to the end of the 
first operation, that is, the “carding department.” This means that 
the inventory may be overvalued to the extent of the waste result- 
ing from succeeding operations. The item of direct labor presents 
no particular difficulties. The overhead, however, in many instances 
is not properly apportioned ; in some instances it is entirely omitted. 


WooLEN MILLS—RAW MATERIAL AND WORK IN PROCESS.—Raw 
or “greasy” wool is frequently purchased by woolen mills as it comes 
from the sheep’s back, and these “fleeces” are afterwards sorted into 
various grades, some of which cannot be used by the mill and are 
sold. Of the grades that are used some are more valuable than 
others, although their purchase price per pound may be identical. It 
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is the general practice to assign the market value at time of sorting 
to each grade except that of which the greatest number of pounds 
is sorted from a given lot. To this grade, commonly called the bulk 
grade, or sort, is assigned the remainder of the total purchase value 
of the lot. The values so assigned are then considered as cost 
and inventories of sorted wool and of wool in process are priced 
accordingly. 

The use of this method in a rapidly rising market may result in 
inequitable pricing as between various grades of the entire work- 
in-process and finished-goods inventory. It is better to distribute 
the purchase value over the various grades sorted from a given lot, 
in proportion to the market values of those grades when the lot was 
purchased. 

Raw materials in original packages present no difficulties which 
are not common to the majority of other manufacturing businesses. 
Raw or “greasy” wool, which has been removed from its original 
bales, and scoured or washed wool will be found stored in bins, and 
quantities for inventory purposes are usually taken from book records 
and memoranda which often are crudely and carelessly kept. Ina 
physical check the auditor may verify with reasonable accuracy the 
quantities shown on the inventory sheets by an examination of the 
contents of the bins. 

Sometimes a physical inventory of work in process prior to 
weaving is taken by actually weighing the stock, but more frequently 
the method used is to set up standard weights or “contents” of the 
stock on full spools, bobbins and other carriers, containers or pack- 
ages. The number of each kind of package or carrier on hand is 
then ascertained and multiplied by the proper standard, with allow- 
ance for the carriers which are not full. While it may be said that 
this method results only in an estimate, it is frequently employed 
and in the case of woolens or worsteds which rapidly take on or give 
up moisture in accordance with atmospheric conditions, it is prob- 
ably as accurate as actual weighing, and it may be even more so. At 
all events, this method furnishes the auditor with a means of verify- 
ing by inspection the substantial accuracy of the inventory quantities. 

Valuation of the work-in-process inventory presents many prob- 
lems. Some mills, of course, have well-ordered cost systems, but 
many depend wholly upon estimates with little or no effort at co- 
ordination with the general accounts. In the latter case the auditor 
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should call for the estimating sheets to ascertain whether they show 
evidence of having been prepared carefully and under some uniform 
method or not. The manner of giving effect to the shrinkages in 
weight from raw stock into finished goods, to which all fabrics are 
subject, should receive special attention. This is an important factor 
in the cost of all textiles, but especially so in woolens and worsteds, 
where the shrinkage in passing from wool purchased in the grease 
to the finished cloth may be as high as 60 per cent. Estimates are 
frequently made on the basis of the pound of stock used and are 
converted into cost per yard before finishing, and then finishing 
costs per yard are added. The auditor should investigate the method 
of handling the increase or decrease between the unfinished and 
finished yardage. This is especially important with woolen and 
worsted fabrics, in which a material difference between unfinished 
and finished yardage may be expected. 


I'rnisHepD Goops.—The question of obsolete stock should have 
careful attention, especially with mills making novelties or goods of 
special design, the demand for any particular pattern of which may 
be limited to one or two seasons. The investigation should extend 
not only to the cloth itself, but back into the mill where quantities 
of special yarns may be found, which were made for patterns now 
obsolete and cannot be readily used for other styles. If such yarns 
are made of wool and have been on hand for a considerable time 
they are likely to have become moth-eaten and are then salable only 
as waste. 

An accumulation of yarns that cannot be used in the current 
products which are offered to the trade is evidence of poor manage- 
ment. Such leftovers should either be sold for the best price obtain- 
able or, if there is a sufficient quantity, they may be worked up into 
some kind of cloth to be sold. 

There is a common practice of pledging finished cloth against 
advances of 75 or 80 per cent of selling value made by selling agents. 
Such advances are sometimes made as soon as the goods are off the 


looms and before dyeing or finishing. 


Timber and mineral products.—When products such as timber 
or mineral have been extracted and are on hand the treatment is as 


follows: 
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1. Depletion should be written off immediately upon the cutting 
of the timber or the mining of the mineral. The fixed asset has, in 
fact, been depleted, and regardless of whether or not the timber or 
mineral has yet been sold, the depletion of the fixed asset should 
be reflected in the accounts. 

2. The timber or mineral unsold at the end of the accounting 
period should be valued on the basis of cost or market, whichever 
is lower, inclusive of the depletion. This is desirable for two rea- 
sons—(a) because the depletion is an element contributing to the 
value of the timber or mineral on hand, as such, and (b) because the 
depletion, having already been set up on the books with respect to 
such timber or mineral still unsold, ought to go into the inventory 
and be carried forward to the next period like any other elements 
of cost. 

3. For the purpose of comparing cost with market, the deple- 
tion should be included in the cost because the market figure would 
presumably include depletion. 
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The author believes that the rule of “cost or market, whichever is 
lower,” is a good rule and should set the standard for good account- 
ing practice, but the professional auditor is sometimes confronted 
with conditions which are not normal. What attitude shall he take? 
The discussion requires the consideration of the following major 
questions : j 


1. When is it proper to value an inventory at less than either 
cost or market? 

2. When is it proper to value an inventory at “cost or market, 
whichever is lower’’? 

3. When is it proper to value an inventory at reproduction cost, 
if that is higher than replacement cost? 

4. When is it proper to value an inventory at market, if market 
is higher than cost? 

5. When is it proper to value an inventory at selling prices? 


It will generally be admitted that the second method represents 
good accounting practice; but, no matter how revolutionary it may 
seem to be, if we find any sound arguments for the fourth method 
and find that it is being followed, we cannot dismiss it on the ground 
that it is opposed to good accounting practice. If any rule becomes 
unworkable and inapplicable, it is necessary to evolve and propose 
a new rule; and if the proposed rule is found to represent the prac- 
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tice of representative and conservative business concerns and of 
representative and conservative accountants, it takes the place of the 
old one and becomes good accounting practice. Under the exist- 
ing federal revenue law, the Commissioner of Internal Revenue is 
required to follow “the best accounting practice”; consequently there 
is no good reason for conflict between tax procedure and accounting 
procedure. 


1. When is it proper to value inventories at less than either 
cost or market?—Before stating the reasons for what may be 
termed the understatement of inventory values, let us state the rea- 
sons against it: 


(a) Those in control of a business may desire, for ulterior 
motives, to understate its net worth and its true earnings in order 
to deceive minority interests. True, this condition does not arise 
once in one hundred times, yet the auditor must guard against it. 
Therefore, in every case where inventories are valued substantially 
below cost or apparent market, the balance-sheet should contain 
enough information about inventory values to guide those who may 
be thinking of disposing of their interests. 

(b) An effort may be made to understate profits in order to 
reduce taxes or to avoid similar expenses. The reduction in values 
below cost or market for fraudulent purposes is no more permis- 
sible than is any other effort to defraud. It is reasonable and proper 
that public officers and others who are entitled to audit or super- 
vise business affairs should have available suitable means of analyzing 
unusual practices. Therefore, in preparing tax or other returns in 
which the basis of inventory valuations may be an issue, the method 
of valuation should be disclosed. The burden is definitely upon the 
business concern making the returns to call attention to any unusual 
treatment of inventories which affects its tax or other liability, 
because the tax law requires the observance of good accounting 
practice. 


The following are reasons why it is sometimes proper to value 
an inventory at less than cost or apparent market value: 


(a) Businesses such as those of agricultural implement and auto- 
mobile manufacturers frequently have on hand large stocks of spare 
parts which are not worth cost or the nominal market. 
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As a matter of fact, small quantities may be selling freely and 
at a very high rate of profit. But inventories must not be taken on 
the supposition that an entire stock is worth as much proportionately 
as a small part of it. Future demand is one of the controlling fac- 
tors in the determination of market prices. 

(b) In the case of a new company, when its production costs 
have not been fairly established, the basis of inventory valuation may 
be selling prices less deductions for trade discounts, selling charges 
or commissions, and less a percentage of profit. The result is an 
inventory valued at such a figure that when sold there will be a 
fixed ratio of gross profit. 

(c) The selection of a low, fixed base price for raw materials 
is a practice which was adopted many years ago and is now in use 
by some of the most successful and far-seeing business men.! There 
must be some direct connection between good business practice and 
good accounting practice. It is absurd to claim that any successful 
business or any industry as a whole is subordinate to accounting 
methods. If business practices are bad and accounting methods 
are good, the former must yield; but if business practices are good, 
accounting methods must conform to them. Good business con- 
cerns have good cost systems, but when market conditions change 
it may be folly to expect to realize cost. Good accounting practice 
must not be confused with good accounting methods. ‘The latter 
will produce accurate costs by means which are largely mechanical 
and inflexible. Good accounting practice is based on opinion and 
therefore is flexible. 


The arguments of the United States Treasury Department against 
valuation of inventories at less than cost or market are these: 


1. The method has not been widely adopted. 

2. To sanction its use would be discriminatory. 

3. It is not the “accounting practice” followed by a majority of 
manufacturers. 

4. By ignoring sales of individual items in the inventory and 
treating the minimum as a unit it assigns profits and losses 


1In most cases the result is reached by valuing inventories at cost ot 
market and creating a special account to record variations between that valua- 
‘tion and the fixed base price. 
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on the minimum inventory to the year in which such inven- 
tory is liquidated. 

5. It disregards gains that may be considered quasi-capital gains 
and are taxable under American (as distinguished from 
British) income-tax laws. 

6. In substance, it results in offsetting an inventory gain of one 
year against an inventory loss of another. 


2. When is it proper to value an inventory at “cost or mar- 
ket, whichever is lower”?—The old rule, “cost or market, which- 
ever is lower,” in some cases permits true conditions to be ignored 
and it may inject into the balance-sheet a false and misleading 
element. 

The mere statement that assets are listed at cost is no indication 
of their present value. In consequence, all sorts of inferences are 
drawn and much, if not all, of the virtue of conservatism is lost 
because of the vicious practice of estimating the accrued profit thus 
concealed. The imagination sets no limits to such estimates. Surely 
it is better to set up some expression of value at the date of the 
balance-sheet than to employ “cost” without a full exposition of the 
relation of cost to value. 

The substitution of “‘market” for “‘cost,” because market is lower 
than cost, is a more satisfactory procedure than continuing at cost 
when cost is far below market; and it marks the approach to a more 
scientific and accurate statement. At the present time, however, the 
term “market” is not uniformly defined. 

A definition promulgated by the Treasury is almost ideal: “Under 
ordinary circumstances ‘market’ means the current bid price pre- 
vailing at the date of the inventory for the particular merchandise 
in the volume in which ordinarily purchased by the taxpayer.” This 
is a definition which will be approved by the courts in litigated cases. 
It is satisfactory to business men and credit grantors. 

The principle is followed in theory, but in practice the most vital 
and controlling element in the definition, viz., “in the volume in 
which ordinarily purchased,” is ignored. In a seller’s market large 
purchases result in an advance in the bid prices; in a buyer’s market 
large sales result in a decrease in the bid prices. Most people who 
intelligently analyze balance-sheets are interested in large quantities 
and in the influence of large quantities on the market. Fluctuations 
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affect small concerns and large concerns alike, except when a small 
concern fills its requirements or sells its products in a market in 
which the larger concerns in the same industry do not participate. 
These cases are rare, because large concerns do not stay out of the 
market very long and small concerns cannot, as a rule, choose their 
own times to trade. Under such conditions professional auditors 
should not feel bound by any inflexible rule. The basis to be used 
should be decided after full consideration of special circumstances. 
A clear statement of the basis adopted in good faith represents sound 
accounting practice. General rules are not intended to govern excep- 
tional cases. 

It is true that in periods of depression some goods cannot be sold 
at any fair price. It would be idle to take bid prices under such 
conditions as criteria, because the sellers usually can afford to carry 
unsalable stocks better than those who do not wish to buy, and 
can afford to carry stocks as well as those who would pay “junk” 
prices and carry the stocks as a speculation. In such circumstances 
the free credit which would be extended ordinarily to those who 
might be expected to buy for future needs is contracted almost to 
the vanishing point. 

When available information demands the writing down of cur- 
rent assets, they should be written down against current income. 
When there is no positive knowledge but only a suspicion that cur- 
rent assets are overvalued, it ‘s not good practice to write down the 
assets or to set up allowances against them, because contingency 
provisions are not charged against current income, and, consequently, 
if such provisions are used in the following fiscal period, there is 
no charge against income in either period. In other words, current 
operating losses would be in effect charged directly to surplus. It is 
highly desirable to explain any extraordinary items in a current in- 
come account, but there is no excuse for leaving them out solely 
because they are extraordinary. 

At the beginning of 1920 most inventories were carried at prices 
far in excess of the values which were later realized. It is con- 
tended by some people that the practice at that time was justified 
(a) because current costs were not going down, but were increasing, 
and (b) because orders greatly exceeding entire existing inventories 
were in hand or in sight. The fallacy of this contention was demon- 
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strated early in the year 1920. So-called firm orders amounting to 
hundreds of millions of dollars were canceled. So-called market 
prices melted like snow on a summer day. In many cases declines 
in 1920 exceeded the entire profits for the year 1919. 

The rule, “cost or market, whichever is lower,” was adopted to 
encourage safe and sound business practice; “market” should be in- 
terpreted to mean “realizable” market prices. Even though the 
auditor believes that inventories should be written down below ap- 
parent market prices it is not good practice for him to insist upon it. 


VAGUENESS OF THE TERM “Cost.”—We refer to “cost” as if it 
were an exact term and not to be compared with the elusive word 
“market.” And yet, experienced accountants often find it difficult 
to determine costs, even when all factors are known. When some 
factors are not known it is impossible to determine accurate costs, 
and estimates must be substituted. Even when a specific purchase 
of goods is on hand at the date of an inventory, it may be inaccurate 
to include that purchase in the inventory at its cost.2, When different 
purchases are made at different prices and when all raw materials 
fluctuate in price, the difficulties of computing accurate cost prices 
are great. 

These difficulties can be overcome under a good accounting sys- 
tem; but it is important that uniform methods be followed, else com- 
parisons of the financial statements of one concern with those of 
another will be misleading. There is no good reason why the words 
“inventory-at-cost” ‘should mean one thing in one balance-sheet and 
another thing in some other balance-sheet. If we state and discuss 
the problems it may be possible to agree on uniform practice. 

There are several points in the determination of cost which must 
be understood before applying the term “cost” to an inventory as 
a whole. 


DETERMINATION OF AVERAGE Costs.—When the costs of mate- 
rials are averaged over a period, it becomes necessary to analyze the 
most recent costs and purchases. If costs are rising, average cost 
prices will be somewhat lower than the most recent costs, and it 
should then be noted that the inventory is priced “at cost or less.” 
If prices are falling, average cost prices will be in excess of current 


* See page 187 for illustration. 
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replacement costs (market) and the inventory valuations must be 
reduced. 

If the client declines to change the inventory valuations, and if 
the auditor is asked to certify that the inventory is valued at cost, 
the question arises, “What will be understood by the word ‘cost’ ?” 
One concern may have started with large quantities of raw mate- 
rials at high prices and the average cost may be very high; another 
concern manufacturing the same kind of product may have much 
lower average costs. Their inventories may contain the same num- 
ber of units representing a considerable difference in aggregate costs. 
Those who extend credit to such concerns may easily be misled by 
the use of the word “cost.” Therefore an auditor, when certifying 
a balance-sheet in which inventories appear at cost, should endeavor to 
have the balance-sheet contain a full disclosure of base prices used 
or other data which will enable those who read the balance-sheet 
to compute the difference between the cost prices used and replace- 
ment cost. 

Reductions in labor costs and in costs of manufacture, because 
of improved machinery or processes, may become effective just 
before the date of a balance-sheet. In reducing inventories to market 
value (where market value and replacement costs are assumed to be 
the same), such decreasing costs are as important as decreases in 
the cost of raw materials. When selling values decline and costs 
decline, the downward trend cannot be attributed solely to lower 
replacement costs of materials. The lower costs of labor and other 
elements must not be forgotten. 

In the following discussion questions of deterioration, changes in 
style, fluctuation in prices, etc., are ignored. These questions are 
considered elsewhere. 

Dealing with purchased goods or materials: 


1. Specific purchases on hand.—When only specific purchases 
are on hand at date of inventory, the purchase price as shown by 
the latest invoices is to be used, except when the stock on hand is 
allocated to fill a particular order and a previous purchase which 
was intended to fill that order was used on another order. A con- 
cern received two contracts each requiring 1,000 tons of pig iron. 
When contract A was taken, iron was ordered at a cost of $25 per 
ton and the contract was based on $25 iron. When contract B was 


186 AUDITING—THEORY AND PRACTICE [Ch. 9 


taken iron at $30 per ton was ordered. Contract B was completed 
first but the $25 iron was first received and consumed. At the end 
of the period contract A was not completed and there were on hand 
1,000 tons of iron (purchased against contract B) which cost $30 
per ton. If the iron were inventoried at $30,000, it would result 
in contract B (completed) showing a profit of $5,000 more than was 
expected and in the next period contract A would be completed with 
a profit of $5,000 less than was expected. With the probability that 
different persons would be interested in the results of the two periods, 
it would obviously be improper to distort the accounts of back periods 
merely to follow an old rule that the latest price of purchases is the 
invoice price. The truth is that lot B takes the place of lot A, that 
lot A is in effect on hand, and the true cost of the iron in the inven- 
tory is $25 per ton. If the situation were reversed it would be proper 
to inventory iron which cost $25 per ton at $30 per ton, provided 
the incompleted contract were certain to be carried out. 


2. Different lots at different prices—When different lots have 
been purchased at different prices, the strictly accurate cost of the 
quantity of a specific article in the inventory is that paid for the 
latest quantity, which may be ascertained by working back through 
the invoices and taking the sum of invoices representing the aggregate 
quantity in the inventory. 

But this method may not be feasible in practice. Whenever there 
is a mingling, or a possible mingling, of goods or materials, the cost 
prices also are mingled. It is quite easy to reason otherwise, but 
the line of reasoning is fallacious. For bookkeeping purposes it is 
possible to show that specific lots are consumed at specific times. 
By a little juggling it can be shown that out of four lots of the same 
kind of materials costing different prices, any one lot is entirely 
used before any other, and at inventory time the “cost” of the quan- 
tity remaining (consisting of only one lot) may be that of any one 
of the lots. In fact, if the goods are the same, consumption is sure 
to follow the line of least resistance, or, in other words, those lots 
will be used first which are most conveniently placed. We must re- 
member that we are dealing with goods which are not used up as 
purchased but that new lots are received before the old ones are out 
of the way. 

During a given period we deal with the cost—not the value—of 
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what we buy. The value of what remains at the end of the period 
is fixed by the market at that time. The cost of what is on hand 
is an average cost. 

When monthly costs are determined, the purchases (quantities 
and costs) during each month are added to the balances brought 
forward at the beginning of the month, and an average cost is found 
by dividing the total quantity into the total money figures. This 
method is better than merely taking an arithmetical average of in- 
voice prices. Unless an average is “weighted” 3 it is erroneous. 

In some industries average costs are used and the method has 
been approved by the United States Treasury.4 At the end of a 
fiscal year the inventory may be valued above or below current cost 
—perhaps above either cost or market. 


3. When is it proper to value an inventory at cost, if that is 
higher than replacement cost ?—Manufacturers of non-competitive 
products sometimes value their finished-goods inventory at actual 
cost, even though the replacement cost of one of the raw materials 
from which the product is manufactured is lower than actual cost 
at the date of the balance-sheet. Although operating on a wide margin 
of profit and with steady sales, the usual rule must apply, or the 
auditor’s certificate and the inventory item on the balance-sheet must 
contain the qualification that the inventory is taken at a cost which 
is higher than market. 

Ordinarily, a thing is worth something more or less than it 
cost, assuming always that those who prepare and those who read 
balance-sheets have the same conception of cost; usually, of course, 
they have not. Even when there is agreement as to the meaning of 
the word “cost,” it usually happens that at the date of a balance- 
sheet the cost of replacement is either more or less than the actual 
cost of the goods in the inventory. Reproduction cost at the date 
of an inventory is not a good criterion of value, because in an ad- 
vancing market the value of finished product is higher than repro- 


®A “weighted” average is one computed by giving due weight or con- 
sideration to all the elements which enter into the calculation. When 100 
shares of stock sell for $80 a share, and 1,000 shares sell for $70 a share, it may 
be said that the average sales price is $75 a share. But if the sales were made 
by the same person, he would deny that the average price was $75. He would 
say that the average price was about $71 per share and prove it by showing a 
check for $78,000, the proceeds of the sale of his 1,100 shares. 

“See Montgomery’s Income Tax Procedure, 1927, Vol. I, page 362, ct seq. 
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duction cost, whereas in a declining market the sales value of finished 
product is frequently far below reproduction cost. Nevertheless 
reproduction cost affords an important check on the prices used. 

The cost of reproduction of specific goods may be higher than 
the cost of replacement. But who would reproduce existing equip- 
ment or goods if there were a doubt about their profitable use? When 
the supply exceeds the demand a manufacturer might be able to buy 
products similar to his, in the open market, at less than his cost of 
reproduction. The term “reproduction cost” means the actual cost 
of reproducing the identical goods in the identical quantity and of 
the quality, irrespective of the advisability or desirability of duplicat- 
ing existing property. 

It is assumed that manufacturers would have the work done in 
their own plants if equipped to do so. The term “replacement cost” 
means the cost of replacing property at the lowest obtainable prices, 
and comprehends buying in the open market; therefore the elements 
of salability, desirability, quantities, etc., are considered. The test 
of the distinction between the two terms is “would it be desirable 
to reproduce?” If the answer is “yes,” it may be assumed that 
replacement and reproduction costs are not far apart. If the answer 
is “no,” the cost of replacement may be substantially less. 

This has no bearing on the importance of knowing accurate costs. 
It is of the greatest importance to know whether it costs $1 or $2 
to produce a given unit; but if there are 1,000 units on hand at inven- 
tory time, true balance-sheet values do not require that the quan- 
tity still on hand must be valued at $1,000 or at $2,000 merely 
because that was the cost or the average cost when the units were 
produced. The cost to a competitor may have been $1,500; the re- 
placement cost may be $1,200; the apparent market value may be 
$1,400. What is required today is independent, impartial and fearless 
judgment applied to the quantity on hand at the date of the balance- 
sheet and an estimate of the value of the quantity expressed on the bal- 
ance-sheet. This estimate of value must be based on the data avail- 
able for consideration. 

The term “market price” should be used synonymously with “re- 
placement price” whenever inventory valuations of finished goods 
are under consideration. Market price means the price at which 
one can buy; sales price means the price at which one can sell. In 
determining market values, inquiries are made to ascertain the prices 
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at which goods can be bought, which presumably are less than the 
prices at which they can be resold. It should be cheaper to manu- 
facture goods than to purchase them from others; but that is not 
always the case. In times of depression concerns frequently buy 
goods at less than cost of reproduction; in times of inflation they 
pay more than cost of reproduction. Replacement cost may be more 
or less than market price when a concern does its own manufacturing 
or converting; but when a concern buys to resell in the same form, 
the replacement cost is the same as the market price. 

In the case of manufacturing concerns, when replacement cost is 
less than the actual or original cost of the goods in the inventory, 
the inventory should be reduced to replacement cost. When repro- 
duction cost is more than apparent market or replacement prices, it 
might appear, and it is often urged that there is some justification 
for valuing the inventory at reproduction cost if it is believed that 
market prices are unduly depressed, that considerable quantities can- 
not be purchased at the apparent market prices, and that the inex- 
orable law of supply and demand will in time raise the market prices 
to something above cost of reproduction. 

In considering the factors involved it must be borne in mind 
that one reason why the market price is low is that there are some 
people who believe that reproduction costs will decrease. This makes 
it somewhat inconsistent to value an inventory on the premise that 
reproduction costs will not decrease. When inventories are taken 
at a reproduction cost higher than market, the effect is to show the 
earnings for the year before taking account of falling inventory values 
due to market conditions. 

The general rule is that, on a declining market, inventories should 
be valued at market or replacement prices or less, even though such 
prices are below the current cost of reproduction. 

There may be exceptions when the market is unduly depressed 
and when the cost of reproduction obviously has reached bottom or 
is near the bottorn. The auditur in such cases is justified in cer- 
tifying to values on any reasonable basis when the balance-sheets 


show the basis. used. 


4. When is it proper to value an inventory at market, if mar- 
ket is higher than cost?—Conservatism and expediency are to be 
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commended at all times, and are useful offsets to the tendency of 
business men to fool themselves—to overstate assets and profits and 
to understate liabilities and losses. But there should be no secrecy 
about conservatism and expediency. If book profits seem to be un- 
real, expediency may appear to justify the writing down of asset 
values arbitrarily or the setting up of large reserves, and in that 
case the balance-sheets should exhibit a truthful picture of what has 
been done. If there is no intention to write down values arbitrarily, 
and if balance-sheets purport to exhibit the actual values, as nearly 
as they can be determined, of all assets shown therein, it is obvious 
that the rule of “cost or market, whichever is lower” does not fully 
disclose the financial position whenever market values substantially 
exceed cost. It is possible to be conservative and at the same time 
prepare a balance-sheet which will disclose—not hide—favorable 
changes in market values. 


VALUE, NOT COST, IS THE INVENTORY CRITERION.—It is not al- 
ways possible to obtain trustworthy market quotations for all or for 
part of an inventory and in that case the cost of the various items 
is of great importance. When trustworthy market quotations can be 
obtained, the question of cost is subordinate. When the market is 
substantially higher than cost, errors in computing cost cannot do any 
great harm but may mislead. When the market is lower than cost, 
the substitution of market values for cost prices requires an adjust- 
ment of the income account, but errors in computing costs are auto- 
matically corrected in the adjustment. 

The important question of actual value includes much more 
than an inquiry into market unit prices. In seeking market quota- 
tions it is customary to place entirely too much reliance on quotations 
for what are apparently the same goods or materials as those in the 
inventory. This erroneous practice extends to basic materials as 
well as to less salable commodities. There may be a nominal quota- 
tion of 14 cents a pound for copper, but if one concern has 100,- 
000,000 pounds of it and another concern has 100,000 pounds, the 
quotation does not apply with the same weight to each. The concern 
with 50 tons may dispose of it at 14 cents, but on a dull market the 
concern with 50,000 tons could not possibly dispose of it at 14 cents. 

The same principle must be applied to inventories as a whole. 
For instance, there must be some reasonable relation between 
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the four groups into which inventories are usually divided. The 
quantity of raw materials may be excessive or insufficient when com- 
pared with the goods in process. The length of time it requires to 
convert raw materials into finished product and the manufacturing 
capacity of the concerns which own the materials are always impor- 
tant factors. The relation of the goods in process to raw materials 
is of importance about equal to the relation of goods in process to 
finished goods. There may be an overstock of the latter which 
will be increased as the goods in process are completed. The 
significance of an overstock depends on the possible outlet for the 
product. The turnover of previous periods is usually a good crite- 
rion, but only under normal conditions. It is also well to remember 
that the stock of supplies may be out of proportion to the other 
groups. 

Thus it is seen that unit cost figures and unit market quotations 
are only two out of at least twenty factors which must be considered 
in making inventory valuations for balance-sheet purposes. 

Books of account should be kept so as to record original cost. 
At regular intervals, and always when balance-sheets are prepared, 
costs, if prices have changed, should be adjusted to reflect value. 
Adjustments of fixed assets should ignore mere fluctuations and be 
limited to depreciation, depletion and obsolescence, except in case 
of changes in ownership or for similar reasons. Adjustments of cur- 
rent assets should reflect fluctuations up and down in order that 
existing values may be reflected in all balance-sheets and like state- 
ments. 

There is no general rule which sanctions the marking up of 
inventories to market prices. When an auditor desires to have a 
balance-sheet reflect market prices, and market prices exceed cost, 
the conditions are exceptional. It is preferable that the special 
reason for such action should appear in the auditor’s certificate and 
the amount of the write-up should be separately stated as part of the 
inventory item as well as a separate item in surplus. 


American Martina Case.—In the so-called American Malting 
case © the court held that a director of the corporation was liable for 
money damages arising from his negligence in permitting the writing 
up of values, anticipating profits on unfilled contracts and paying out 


5 LIutchinson v. Curtiss, 92 N. Y. S. 70 (1904); 45 Misc. Rep. 484. 
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in dividends such prospective profits. The profits were estimated 
on deliveries to be made far in advance: In one sense of the word 
they were not speculative, because the product was sold under con- 
tract; but in no sense of the word were the profits realized at the 
date when dividends were declared. The court said: “These con- 
tracts were to deliver at a future time a product not yet made from 
raw material not yet purchased, with the aid of labor not yet ex- 
pended.” In such circumstances, there was no justification for 
setting up any profit, contingent or realizable, on the books. 

The court, however, drew a sharp distinction between prospective 
profits and what appeared to have been a definitely ascertainable 
increment in value at the date of preparing the statements upon 
which the dividends were based. 


The court said: 


Barley is bought by the bushel of forty-eight pounds. Malt, the manu- 
factured article made from barley by steeping, is dealt in by the bushel 
of thirty-four pounds. The process of manufacture produces about 
fifteen per cent more of malt by the bushel than the barley measures 
from which it is produced. The amount of this fifteen per cent excess 
is reported from each of the manufactories month by month as increase. 
Of course, this increase has a value, as it is sold as malt at malt prices. 
For the purpose of inventory the company has ascribed to it the value of 
the barley. This, plaintiffs claim, is error, because that amount has 
already once been charged to malt account, and they say this increase 
should have no value ascribed to it until sold and delivered, when its pro- 
ceeds go into the books as cash. But it certainly is an asset of the com- 
pany, and as an asset at inventory periods, or when it is necessary to 
ascertain the actual condition of the company, it must be valued in some 
way. As it has always been the custom in the malting business to treat 
it as treated by this company, I am unwilling to disregard that custom. 


The court evidently took the position that a correct balance- 
sheet is one which takes into account values accrued (increment) 
to the date of a financial statement, but eliminates any apparent or 
prospective profit to be thereafter realized from the delivery of the 


product at prices in excess of the replacement (market) value at the 
date of the balance-sheet. 


5. «When is it proper to value an inventory at selling prices? 
—It is customary to condemn unreservedly the practice of inven- 
torying goods or commodities at selling prices. Certainly it is a 
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radical departure from “‘cost or market, whichever is lower.” So 
the question arises, “Can it ever be good accounting practice?” If 
we define good accounting practice to be that which is followed by 
good accountants, we find many precedents for valuing inventories 
at selling prices. We find balance-sheets of well-managed and pros- 
perous concerns, certified by leading auditors, in which the statement 
appears that inventories are valued at selling prices. In the circum- 
stances we are forced to the conclusion that it may be good account- 
ing practice. 

Perhaps the test always lies in full disclosure. The author 
contends that in every case when inventory items are carried on a 
balance-sheet without explanatory comment, those who read the 
balance-sheet are justified in assuming that no profit whatever appears 
in the item, and that, if there has been a decline in values, the decline 
has been fully reflected. But if the inventory is clearly shown to be 
at selling prices, the chief cause for criticism has been removed. 
There may be anticipation of profits, but there is no deception. If 
there is a good reason for this basis of value, the other objections 
likewise are removed. It may be that those responsible for the 
operations of the, concerns and those who certify to the accounts 
are convinced that a true statement for a specified period can be 
shown only by recording as completed those transactions which, 
according to the best information at the date of the balance-sheet, 
were completed. 

In the following cases inventories have been stated to be at 
selling prices, when such prices have been in excess of cost: 


Mining companies—gold, silver, copper, lead, and other metals. 
Packing companies—fresh meats and other products. 

Oil companies—crude oil and refined products. 

Sugar companies—sugar and molasses. 

Companies handling cotton and grain. 


In some cases, but not in all, firm orders were in hand for the 
entire inventory priced at selling values. 

It has not always so appeared, but it is believed that in most 
cases the items were net of selling and delivery expenses and charges. 
It has been pointed out that in many cases loans are made on com- 
modities at prices in excess of cost and that it would be improper to 


194 AUDITING—THEORY AND PRACTICE [Ch. 9 


show a liability on one side of a balance-sheet greater than the book 
value of the specific commodity on which the loans were based. 

The author does not know of any authority which contends that 
profits accrue only upon realization in cash of the proceeds of sales. 
Under existing general practice the conversion of merchandise into 
accounts receivable marks the point at which profits may be taken. 
When we consider this practice we find that it is conservative but 
not logical. 

Why should good accounting practice blindly accept delivery of 
goods and transfer of title as equivalent to realization, and refuse to 
sanction as good accounting practice the taking up of profits on 
orders which in some businesses will be converted into cash long 
before many of the accounts receivable in other businesses will be 
collected? If the only defense is expediency and conservatism, the 
author agrees that the defense is good and almost sufficient. If 
the answer is that the practice is logical or that it truly exhibits actual 
results for a specific period, the author contends that it is not logical 
and that it obscures actual results. It may be that few concerns 
can qualify under the strict requirements which the policy of inven- 
torying at sales price contemplates, viz., basic commodities for which 
there is a continuous demand; complete publicity; uniformity over 
a period of years; unquestioned recognition of their obligations by 
customers or vendees. Industries in which cancellations occur are 
barred as a matter of course. 

The truth of the matter is that thousands of concerns which 
have prided themselves on not anticipating profits have habitually 
been guilty of far less conservative practice in overvaluing the un- 
sold portions of inventories. 

The author has reached the conclusion that good accounting 
practice permits inventories represented by firm orders from solvent 
and honorable payers, verified by actual experience (at least in part) 
after the date of the balance-sheet, to be priced at net sales prices, 
when no one is deceived and when good business judgment sanctions 
the practice as exhibiting the true results of operations for a specified 
period ; always assuming that the accounts are so stated that the exact 
facts are clear to all who read the balance-sheets, that the practice is 
optional, and that it is designed only to reflect “true financial con- 
ditions.” When all these conditions are observed, the rule, “cost or 
market, whichever is lower,” is irrelevant. 
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The practice, however, is effective only when all parts of inven- 
tories not valued at sales prices are ruthlessly reduced to actual market 
prices, if not worth cost, and when “market” is construed to mean 
the prices at which one would willingly buy equal quantities of exactly 
similar goods. 


Variations in Balance-Sheet Valuations of Inventories 


The author has analyzed many balance-sheets of well-known 
corporations, in order to ascertain the prevailing method of valuing 
inventories. Nearly all these balance-sheets were certified by rep- 
utable auditors; and any method adopted by the majority of these 
auditors may be considered good accounting practice. The method 
of valuation sometimes is stated on the face of balance-sheets. In 
a few cases the statement is made that market values were above cost, 
and in some cases the amount required to write down cost to market 
was mentioned. Ina few instances provision was made to write pur- 
chase commitments down to market. 

In several cases inventories were carried at cost. Criticism 
must have been expected because explanations were made in defense 
of the basis of valuation used. 

In one case it was stated that the inventories were to be applied 
to specific sales orders. In another case the statement was made 
that new products were valued at “sales prices, net” ; meaning obvyious- 
ly that the new products were costing more than their selling price. 

As described elsewhere,® some inventories of goods which con- 
tained a profit were carried at sales prices. It was not always said, 
but it may be assumed, that in all cases the sales prices were net of 
delivery and similar charges. 

One corporation? valued crude rubber at a price well above 
market price. The unit price was given, but, as the quantity was 
not shown, it was impossible to determine from the annual report 
the amount involved. 

The certificates to most of the best balance-sheets indicate that 
the auditors made critical investigations of the inventory items. In 
some cases qualifications appear, usually stating that quantities were 


®See page 103. 
7 See page 180. 
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vouched for by responsible officers, but generally the auditors certify 
to the accuracy of the inventories. This is as it should be. 


Terminology on the balance-sheet—A packing house de- 
scribed its inventory as “merchandise, including consignments, less 
drafts drawn thereagainst.”” This wording concealed about 80 per 
cent of the gross figures and understated the liabilities by many 
millions of dollars. The wording was severely criticized by bankers. 
An auditor is now supposed to have sufficient intelligence to describe 
inventories and their method of valuation so that anyone reading 
a balance-sheet will be as fully informed as can be reasonably ex- 
pected. 


The natural business year.—The auditor should use all his 
influence to have fiscal years fixed when most convenient to the busi- 
ness. The auditor should ascertain the date when the cost and 
trouble incident to inventory-taking are least. The logical time for 
the close of a fiscal year is when inventories are ordinarily at their 
lowest point or at the end of the major season, if the business is of 
a seasonal nature. 

If the conditions indicate that the calendar year is not the logical 
or most advantageous fiscal year for the client, the auditor should 
recommend a change. 


Effect of hand-to-mouth buying.—The practice of buying to 
meet pressing present needs makes inventory verification easier in 
the case of retailers and jobbers and more difficult in case of manu- 
facturers. 

The auditor is on notice that hand-to-mouth buying is increasing. 
It is supposed to increase turnover, cut down the investment in 
slow-moving stock, etc. On the other hand, it may lead to insufficient 
stocks and to higher costs because of the increased cost of handling 
small purchase units. 


Interest not an element of cost.—The question whether or not 
interest on capital invested in plant is an element of the manufactur- 
ing cost of goods has been fully debated by accountants and econ- 
omists. Those interested in the arguments used on both sides of 
the question should consult the volumes of the Journal of Account- 
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ancy.* The author takes the definite position that it is fallacious to 
treat interest as an element of cost. 

Apart from other and good reasons, the fundamental difficul- 
ties involved in the attempt to standardize the interest charge are 
so great as to prove the weakness of the argument. Interest rates 
and the actual cost of invested capital vary to a marked degree. 
For example, if the capital of one concern is procured by the sale of 
common stock at par, and that of another by sale of a 7 per cent pre- 
ferred stock at 90, redeemable at 11 5, what interest rates, respectively, 
should be used? These examples are not extreme; they are fairly 
typical of corporate financing. 

A fixed or arbitrary rate cannot be used, because it is neither fish 
nor fowl. The proponents are sadly at sea as to details. Is inter- 
est (if the rate be found) to be calculated on the cost or value of 
land, buildings and equipment; on tools and fixtures; on raw materi- 
als and goods in process; or, as has been suggested facetiously, on 
wages from time of payment to time of completion of the job? If 
charged to costs, what corresponding credit is to be made? If 
charged to income, it might easily result in a new concern showing 
a handsome profit from manufacturing before a dollar’s worth of 
goods is sold. 

It is argued that there is no difficulty in determining a rate, be- 
cause the only basis is the rate which the owner could obtain upon 
his capital if invested in secure loans instead of in his own business. 
Good 4 per cent bonds sometimes sell above par and at other times 
far below par. The term “secure loans” is too vague to be used 
as an important element in determining the cost of production. It 
is never denied that accurate costs are valuable for comparative pur- 
poses ; but how many business men agree on an interest rate for 
“secure loans”? If they do not agree and a speculative and fluctuat- 
ing element is introduced, the value of comparison is greatly lessened. 

Among the important reasons for determining the cost of goods is 
the need of solving inventory problems and of establishing sales 
prices. In the former case the inclusion of interest results in padding 
the inventory and, if approved by an auditor, justly subjects him to 
~ ® Consult also the Accountants’ Index and the bibliography given in the 


American Economic Review, Vol. x, No. 3, pages 562-3. Also consult papers 
and discussions, Convention of the National Association of Cost Accountants, 


September, 1921. 
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criticism by bankers. In the latter case no substantial benefit is 
obtained. Intelligent manufacturers, in fixing the selling prices of 
goods, if not wholly governed by the prices established by competi- 
tion, give due consideration to all costs other than manufacturing, 
for example administrative and sales expenses. They can be de- 
pended upon to consider the possible return upon invested capital, ° 
either as a specific rate which they desire to earn or as “all the traf- 
fic will bear.” If a specific rate is in mind in a manufacturing busi- 
ness, it can hardly be less than 12 or 15 per cent per annum; it is not 
likely that any manufacturer will include such a rate as part of manu- 
facturing cost. 

All costs, properly calculated, include a provision for the upkeep 
and renewal of the plant. Anything beyond this must be an earning 
or profit arising from the use of the plant. It is true that modern 
conditions seem to force a constant increase in plant investment, 
frequently out of proportion to increased output. This tendency 
cannot be overlooked, because there is a corresponding increase in 
depreciation charges, in addition to increased capital investment 
upon which a remunerative return is expected. 

It is not a good argument to say that a manufacturer must include 
interest as a factor of operating cost because otherwise he would 
not realize that goods produced by the use of expensive machinery 
may actually cost as much as goods produced by hand labor. It is 
inconceivable that a manufacturer who must constantly weigh the 
advantages and disadvantages of various methods of production, 
can remain ignorant of the fact that machinery costs money, must 
be maintained and renewed, and that the sales price of his product 
should include an adequate return upon the capital invested. 

In deciding whether or not to install new machinery, interest on 
increased investment must be considered. In considering the ad- 
visability of purchasing raw materials in unusual quantities the 
question of interest is a factor, but not usually a controlling one. 

It is unsound argument to say that interest on the investment must 
be earned. Unfortunately, manufacturers do not always realize 
sufficient profit to equal a fair rate on their investment. It is absurd 


__°A helpful discussion of this subject is contained in an article on “Finan- 

cial Control Policies of General Motors Corporation and their Relationship 
to Cost Accounts” by Albert Bradley, Assistant Treasurer, General Motors 
Corporation, (Vol. VIII, No. 9 of N.A.C.A. Bulletin, published by the 
National Association of Cost Accountants, N. Y.) 
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to charge, say, 6 per cent interest on capital as an element of manu- 
facturing cost, and then in the income account show a loss equal to 3 
per cent. Such bookkeeping is erroneous. Actually the plant has 
earned 3 per cent net on the investment ; it has not earned part and lost 
part. It is synonymous with partners’ salaries which are higher than 
the amount that might be paid for similar services. An owner acting 
as superintendent of a factory, who includes in the pay-roll a weekly 
allowance of $100 to himself and charges it as a factor of manufac- 
turing cost, deceives himself if he thinks the factory must stand it. 
If the final result for the year shows a book loss of $2,000, after 
treating the “salary” as an expense, mere bookkeeping entries cannot 
obscure the actual result, i.e., that he has realized $3,200 for the year. 
If a superintendent had been employed at the same salary, the part- 
ners’ realization would be turned into an actual loss. 

For an interesting legal decision supporting the contention that 
interest on capital invested in a business is not an element of cost, 
see 16 Journal of Accountancy 145 and other cases cited therein. 


CHAPTER’ 10 


BALANCE-SHEET AUDIT—FIXED ASSETS 
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In a balance-sheet audit the duty of the auditor with reference 
to current assets differs from his duty as to fixed assets. He must 
verify, upon his own responsibility, both existence and value of 
current assets or else specify in his certificate the extent to which 
he has relied on the statements of others. It is good practice to 
depend largely on the information to be obtained from others with 
respect to fixed assets. 

For his own information, as well as for use in preparing the 
balance-sheet, the auditor should determine, as soon as possible, the 
net increase in fixed assets during the period under audit. It is 
always pregnant with meaning. Concerns which desire to make their 
statements informative show the net increase on the face of the 
balance-sheets, 


Nature of fixed assets.—“The term ‘fixed assets’ means such 
assets as are not intended to be sold in the ordinary course of busi- 
esse an 

Instead of being offered for sale, they are maintained or re- 
newed. The term “fixed assets” includes land, buildings, machinery 


* Ohio General Corporation Act (1927), section 2. 
200 
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and equipment, tools, patterns and drawings, furniture and fixtures, 
at cost less normal depreciation. When appraisals are made in which 
appreciation is included, there is no objection to setting up appraised 
values in balance-sheets, provided the valuation is qualified by an 
explanation and provided the excess of the appraisal above book 
value is credited to special or capital surplus and is not merged 
in earned surplus. This practice is not permissible, however, under 
any agreement with creditors in which fixed assets are mentioned 
but are not specifically defined. It would be a breach of such an 
agreement if book values as stated at the date of the agreement were 
increased, except for actual additions to property. 

On account of federal income-tax laws, revaluations as of March 
I, 1913, when higher than cost, should be used as basis for depre- 
ciation and depletion charges and this requires that the appraisals 
be entered in the books. Property accounts will be debited and “sur- 
plus arising from reappraisement of property” will be credited. The 
latter account is equivalent to a capital surplus account, excepting that 
part of the appreciation which may be realized subsequently. Re- 
alized appreciation should be transferred to “earned surplus” account. 

The term “fixed assets” also includes notes, securities such as 
bonds and stocks, and similar items not properly included as current 
assets. There also should be included among fixed assets good de- 
ferred assets, such as cash deposits not available for current use, 
development work in mines, cost of contracts, other prepaid items 
which are only in part properly chargeable to current operating costs 
or expenses, and therefore are to be amortized over more than one 
year’s operations, and actual cost of leaseholds and improvements 
amortized over the terms of the leases (including, if desirable, the 
terms for which renewable options at stated rentals are held). 

But items such as organization expenses and similar items which 
are not chargeable to current operating costs of any period must 
not be included among fixed assets. 

The term “fixed assets,” as generally understood, does not in- 
clude patents, trade-marks, goodwill, and similar intangible assets, 
because property of this nature seldom represents the expenditure of 
cash. It would seem that whenever patents and the like are pur- 
chased for cash, they should thereafter be included at cost price 


among fixed assets. 
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The term “fixed assets” is not synonymous with “tangible assets,” 
as the latter includes “current assets.” The term “net fixed assets” 
is not used because of the difficulty of deciding what liabilities should 
be deducted. 


Tangible assets.—“Tangible assets” is a technical rather than a 
legal term. Items are included—such as accounts receivable—which 
in a strict legal sense are “intangible.” 

The term includes current assets and fixed assets as they have 
been defined, but it does not include imponderables, such as good- 
will, patents, patent rights, trade-marks, brands and trade names. 
When such assets have been purchased for cash, there seems to be 
no good reasori why they should not be grouped with tangible assets, 
solely to protect bond, note and preferred stock issues; but the term 
as defined is not elastic enough in the usual agreement to cover the 
items mentioned. 

When the auditor is not limited by a trust agreement, patents or 
trade-marks acquired for cash should be grouped with the fixed 
assets, with a proper explanation. 

The term “net tangible assets” means the excess of tangible assets 
over all liabilities. 


Plant accounts must be analyzed.—When an audit covers sev- 
eral years, or the entire life of the undertaking, an analysis of the 
items of fixed plant is made in due course and the auditor then has 
before him all the facts upon which to base an opinion as to whether 
or not the accounts represent fair cost of the existing assets. Ina 
balance-sheet audit, however, the period to be covered usually rests 
with the auditor, and a serious question arises as to how far the 
book valuations may be accepted as a basis for actual values, assum- 
ing that the concern is to be valued as a going business, and that! 
cost, less proper depreciation, is the result desired. 

The auditor may as well accept the position here, as with inven- 
tories, that he is expected to report the facts about the plant account. 
Where he cannot obtain accurate information with respect to plant 
values he should state in his report that real estate, machinery and 
similar assets are stated at book valuations. He should, however, 
attempt to ascertain whether these book valuations honestly reflect 
present conditions. His services are of little real value if such items 
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are grossly overvalued or if a net worth is shown which could be 
corrected by an intelligent use of evidence readily available. 

If no satisfactory information regarding the value of the plant 
is available, the auditor may have to analyze the book accounts of 
fixed assets to enable him to ascertain the principles upon which 
they have been created. Ina few large enterprises an item of “plant” 
may appear, which represents an aggregate valuation representing 
the purchase price of perhaps the entire fixed property. It may be 
largely overvalued to offset common capital stock issued in payment 
for it. In such cases, and in the absence of an appraisal to fix 
actual physical values, the problem is difficult and requires more 
attention than can be devoted to it in a general treatise of this nature. 
The auditor, of course, cannot intelligently criticize such a valuation, 
even if it is absurdly excessive, unless he can obtain an appraisal, 
approximate or actual. A statement that the plant is obviously greatly 
overvalued may lead bankers or others interested to call for an 
appraisement. 

Auditors whose practice is chiefly with large corporations meet 
with this problem frequently. Mergers and reorganizations lead to 
the creation of “lump” sums among fixed assets. Any analysis of 
them is out of the question. The records are not, as a rule, avail- 
able, and if they are, there are so many changes in the principal 
items that the auditor is not much better off. The property of large 
corporations is apt to depreciate or appreciate to a considerable 
extent; it rarely stands still. The Interstate Commerce Commission 
requested an analysis of the property accounts of all railroad com- 
panies reporting to it, but frankly gave up the problem and finally 
settled on the requirement that all additions subsequent to July 1, 
1907, be analyzed in detail. 

This course may be followed to advantage in industrial corpora~ 
tions. The lack of past data is no excuse for a continuance of poor 
bookkeeping, and the auditor who has any influence should request 
that intelligent analyses of all capital expenditures be preserved. 

In addition.to pre-existing book values of the plant accounts, the 
auditor is greatly interested in the operation and development of the 
enterprises and must assume the responsibility of classifying sub- 
sequent expenditure between capital and income. In a great many 
balance-sheet audits, data can be secured with little trouble to show 
the component elements of the values, viz., the book cost in the 
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various divisions of the plant and equipment accounts, also whether 
or not the charges appear to include only items of additions and 
betterments, and whether depreciation has been provided or not. 

In brief, in all balance-sheet audits the auditor must, if possible, 
obtain an analysis of the existing book valuations, even if it is 
necessary to go back over the transactions of many years. The 
absence of plant ledgers containing explanatory details is an omis- 
sion which should be the subject of unfavorable comment. The 
borrowers whose books do not lend themselves readily to an audit 
by professional accountants are usually the ones whose financial 
statements require serious scrutiny by prospective lenders and 
creditors. 

There is no uniformity in terminology for plant assets in balance- 
sheets. In a few cases plant and goodwill are not separated. In 
the best concerns, plant accounts are segregated to some extent and 
in the balance-sheet or in the auditor’s certificate the statement is 
made that adequate provision has been made for depreciation. In 
perhaps the majority of cases the amounts of depreciation allowances 
are shown. In those balance-sheets in which there is evidence of 
the greatest desire to keep stockholders and others informed, the 
additions and the depreciation for the period are shown. The prac- 
tice is common enough to justify the statement that under good 
accounting procedure changes—additions and deductions—in depre- 
ciable assets are shown in balance-sheets. 

To determine the book value of plant and property as a going 
concern, it is necessary that the proper distinction be drawn between: 


1. Additions to be capitalized. 
. Renewals to be debited to accumulated depreciation. 
3. Current repairs to be absorbed in operating expenses. 


to 


When dealing with the question in theory and when books are 
properly kept, the distinction is so clear that any discussion seems 
superfluous. When dealing with past transactions, mostly without 
details, the auditor sometimes finds the task to be hopeless. When 
books are not properly kept it is necessary with respect to additions 
to be capitalized to secure a description of what additions have been 
made and then to ascertain to which accounts the cost of the addi- 
tions has been charged. If not capitalized, the items should be trans- 
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ferred to asset accounts. In the case of renewals to be debited to 
accumulated depreciation, it is also feasible to get a general descrip- 
tion of renewals made during certain periods. If the renewals have 
been capitalized or charged off, it is necessary to adjust the accounts. 
When accrued depreciation is not set up in the books and the cost 
of renewals remains at about the same average over a period of 
years, the setting up of accrued depreciation and the charging of the 
cost of renewals against the account does not affect the net result. 
Nevertheless the accounts should be adjusted to give effect to this 
procedure, because tax and other requirements demand that good 
accounting practice be observed. Careful attention to items (1) and 
(2) will prove to be an almost complete check on the current repairs 
which are to be absorbed in operating expenses. 

The elimination of additions and renewals from repairs and 
‘maintenance accounts affords an opportunity to measure the ade- 
quacy or inadequacy of the expenditures for current repairs. Pro- 
visions for depreciation are not intended to include the current up- 
keep of plant and equipment. If proper repairs are not made, a 
going-concern property deteriorates to an extent not covered by 
ordinary depreciation. It is not usual to provide for deferred 
maintenance except in the case of concerns such as public utilities 
which are unable to procure funds to care properly for their proper- 
ties. The mere fact that it is not usual, however, does not relieve an 
auditor from the obligation to investigate existing conditions. If 
the repairs and maintenance accounts are unduly low for the period 
under examination, the auditor should endeavor to ascertain a fair 
average allowance for such expense. The deficiency should be 
charged to operating expenses and credited to a deferred maintenance 
account. 


Methods of Computing Balance-Sheet Valuations 


We are dealing with enterprises which are continuing in business, 
in which a forced sale or liquidation is not contemplated, and there- 
fore in attempting to find the net value of a concern’s fixed assets 
we may say that, as a general rule, the correct basis is cost, less an 
adequate allowance for depreciation, due to wear and tear and obso- 


lescence. 
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Meaning of “Value.’—The auditor necessarily uses book 
“values” when actual values are unknown. He can correct errors in 
computations and to some extent errors of principle, but in most 
cases, in the absence of recent appraisals, book figures are used. 
When accounts are honestly kept and when depreciable property 
has been depreciated according to a reasonable scale, book value 
represents depreciated cost. In times of varying prices “cost” and 
“value” should never be used interchangeably. In the absence of 
knowledge of actual values we are driven to the use of cost, even 
though everybody knows that present-day values differ widely from 
cost. 

In an accounting system (which necessarily is mechanical) we 
must record the cost price of all purchases. The disposal of most 
of the stock-in-trade within a short time relieves us of the necessity 
for a revaluation. What is left at the end of accounting periods is 
always revalued, under good accounting practice.2 Two classes of 
business men do not revalue merchandise. Those in one class are 
lazy and carry goods at cost until sold. Those in the other class 
are fully aware that market values have declined but the fetish 
of allowing “values” to remain at cost appears to excuse, if it does 
not justify, the overstatement of their assets. 

But depreciated cost is, after all, an historical record rather 
than a measure of present-day value. Cost is only an incident. 
The value of an asset to a business is measured solely by the value 
of the use. It may be that the cost was justified, or that a bargain 
purchase was made. When the cost was not justified or when an 
extravagant purchase was made and the profitable use of the asset 
stops or diminishes, “cost” should not be confused with “value.” 

And we must be careful of the use of the word “value.” The 
best definition of “value” is “purchasing power.” Usually it is 
inaccurate to speak of “cost value.” When we refer to “liquidation 
value” it may be assumed that there will be a forced sale. The term 
“market value” means what a willing buyer will pay to a willing 
seller. But the definition does not end there. Quantities and other 
factors must be considered. Values for purposes of rate regulation 
may be present reproduction costs or they may be based on other 
factors. There are values for tax purposes, which usually are 
arbitrary, nevertheless the “value” is found. Perhaps the most 


*See pages 158 ct seq., for discussion of methods. 
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trustworthy value is that which is established by capitalizing the 
use of the property to be valued. It is almost the sole criterion of 
those who buy and sell properties. 

After all, there is nothing sacred about book figures or book 
costs. The auditor is supposed to adjust book figures to present 
a true picture of a business. The auditor’s chief difficulty has been 
that he has not been able to paint a true picture for any specific 
group of interested onlookers and so he paints a true picture for 
none. The auditor writes down inventories when the market de- 
clines, but he hesitates about writing down fixed assets when their 
profitable use stops or declines. 

Auditors seldom have to deal with appraisals which reflect less 
than book values. When such an appraisal has been approved by 
responsible officers or directors, the book assets should be revised 
and the deficit deducted from capital or earned surplus, according 
to the circumstances. 

When creditors claim that capital stock is not fully paid the 
“value” of the property paid in may be determined by evidence 
other than the action of a board of directors. Nevertheless the 
auditor for the company must accept the valuations fixed by directors 
except in the case of attempted deceit or fraud. 

In reorganizations, book values are generally ignored. Com- 
mon stockholders, who have no apparent equity after bond and pre- 
ferred stockholders are satisfied, frequently are considered to have 
an equity after all. In reporting values for capital-stock and cor- 
porate-franchise taxes “fair”? value is supposed to be shown. Yet 
values are deflated and earnings minimized even though a “true” 
balance-sheet has been certified. And the basis is that of a going 
business ! 

It need not be considered (although it is true) that the dis- 
mantling of a plant or a forced sale in unfavorable circumstances 
will seriously disarrange the book values, provided the latter are 
based on the foregoing rule. This aspect of the case is well known 
to all interested parties and no one, not even a banker, contends that 
the balance-sheet of a live enterprise should exhibit its assets at a 
“scrap” valuation. 

The auditor is too often ready and willing to adopt appraisals 
which show excessive valuations. Some appraisals are trustworthy 
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and some are not. Some are made for use in testimony relative to 
“fair market value.” 

A decision by a lower court ? in Pennsylvania, comments on the 
disparity in the valuations of coal lands by prominent appraisers. 
The court said: 


There we have the case, condensed from a vast volume of testimony, 
with its appalling discrepancies, defying our best efforts to reconcile them 
after driving the judicial mind to the verge of insanity. 


Depreciation of appreciated values.—As a result of tax prob- 
lems, reorganizations, etc., many plant accounts have been written 
up. In some cases the desire to show large profits has influenced 
owners to continue depreciation allowances on cost rather than on 
the increased book values. The auditor has no option in this matter 
and must insist on depreciating book values or he must qualify his 
certificate. 

Adjusted book values usually reflect “sound” values, based upon 
reproduction costs new, less depreciation computed on reproduction 
costs. 

In the preparation of plant ledgers there is a question as to 
whether the reproduction values new and the accrued depreciation 
to the date of appraisal should be shown in the detailed plant ledgers 
and in control accounts in the general ledger, or the controlling 
accounts in the general ledger and detailed plant ledgers should reflect 
only the sound values at which the assets were purchased. 

If the sound values only are recorded in the control account and 
in the detailed plant ledger, it will be necessary to determine the 
remaining life of each asset to find a rate for depreciation on sound 
value. This would require probably a different rate on each machine, 
etc., and the remaining life could only be determined by an engineer 
or some person with a full knowledge of the plant, and then only 
by observation. 

If the reproduction values new and the accrued depreciation as 
shown by the appraisal are recorded in the control account as well 
as in the detailed plant ledger, recognized rates of depreciation should 
be applied to each asset. Following this method the auditor could 
assume that subsequent depreciation at recognized rates, added to 


* Appeal by Lehigh and Wilkes-Barre Coal Company, Court of Common 
Pleas of Luzerne County, No. 330, October Term, 1925. 
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the accrued depreciation at the date of the appraisal, would fully 
depreciate the assets when they had served their usefulness. How- 
ever, subsequent published balance-sheets showing the reproduction 
values plus subsequent additions at cost and accrued depreciation, 
might lead the public to believe that the entire amount of the accrued 
depreciation shown had been charged to the operations, whereas 
in the case of a new corporation only the depreciation for the cur- 
rent year would have been so charged, and in the case of a continu- 
ing corporation only a part of the accrued depreciation would have 
been charged to operations. 

It has been suggested that the reproduction values new and 
accrued depreciation at the date of purchase by a new company could 
be stated upon the books and the depreciation could be computed 
subsequent to that date at recognized rates based on reproduction 
values, while published balance-sheets could show the net plant 
sound values at the date of organization with subsequent additions 
and depreciation. If detailed plant ledgers record the reproduction 
values new for the purpose of applying recognized rates, it might be 
well to carry in the general ledger two depreciation allowance ac- 
counts, one to reflect the accrued depreciation as shown by the 
appraisal and the other to include depreciation subsequent to the date 
of organization. However, this would require a charge to each 
allowance account for any future discards or sales of plant and 
would more or less complicate the accounting. 

As the appraisals made by the appraisal companies are accepted 
by bankers and the public as being correct and plans for financing 
are put through on the basis of such estimates, appraisal companies 
should show in their appraisals the remaining life of each asset 
based on the sound values as observed and recorded by the persons 
making the appraisals, so that subsequent depreciation may be more 
properly computed. The remaining life estimated in the appraisal 
would, in all probability, be accepted as correct if the sound value 
were correct. 

It is probable that depreciation at recognized rates based on 
reproduction values would, in the aggregate, equal the depreciation 
on sound values as rates on reproduction values should be lower 
than the rates on sound values. 

When the same concern continues the business, the appreciation 
placed on the books can be amortized by charges to the special sur- 
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plus arising from revaluation, and depreciation allowances charged 
to the current operating accounts can be computed on the former 
book value. 

In general, it is not necessary for legal reasons to charge an 
unfavorable fluctuation in fixed assets against income before the 
declaration of dividends from current net income. While these 
fluctuations may be disregarded in accounts, it may be desirable, 
however, to present the true state of affairs to stockholders by means 
of a note attached to the balance-sheet or included in the auditor’s 
report. 


Land and buildings—Many auditors are too ready to take it 
for granted that real estate, which is recorded in the books of account 
as owned, is actually the property of the business under audit, and 
that its title is free and clear unless a mortgage appears on the 
books. As a matter of fact, however, serious flaws have been found 
in the titles to real estate carried as assets on balance-sheets which 
have been accepted as a basis for credit. 

This is not a difficult item to scrutinize, much easier, in fact, than 
many of the other items of smaller amount on the balance-sheet. The 
most practicable method, and one on which an auditor can rely, is 
to secure from the attorney or from a title company a letter or 
certificate, properly signed, stating: 


1. Whether or not the title to the real estate as it appears, or as 
it is described, on the books, is in the name of the individual, 
firm or corporation whose name appears at the top of the 
balance-sheet or in the auditor’s certificate. 

2. That the real estate is free from any encumbrances whatever, 
such as the following: 

(a) Mortgages. 

(b) Judgments. 

(c) Taxes, water rent or other municipal liens. 

(d) Possibility of reverter, because of failure to fulfill 
conditions in the contract of sale, such, for example, 
as that a plant will be erected within a stated time, a 
specific number of men will be employed, etc. 


Any or all of these liens, if disclosed, should appear among the 
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liabilities, but the time to cover this point in an audit is when the 
verification of the asset side of the balance-sheet is in progress. 

It may be urged that an auditor should not depend upon the 
certificate of an attorney when there is no special difficulty in having 
a search of the public records made by his own staff, or by someone 
not affiliated with the enterprise; but the result probably would not 
be any more satisfactory, and in most cases difficulties present them- 
selves which make it inadvisable for the auditor to attempt to do 
the work of a lawyer. 

An important distinction which must not be overlooked is the 
classification of the real estate. A balance-sheet should always show: 


1. Real estate used in the business. 
2. Other real estate (if any). 


When real estate is bought and sold like a commodity the second 
classification will be “Real estate for sale.” 

The income account should show at a glance if the outside real 
estate is producing enough revenue to justify holding it; and, it af- 
fords an opportunity to decide whether it is wise to hold it indefinitely 
or not. 


1. Lanp.—Land_ should appear in the balance-sheet at cost. 
Costs of filling and draining, commissions to agents, etc., should be 
included in the asset value. It should not be written up (except in 
special circumstances discussed elsewhere), although it may be clear 
that its value has increased. As a matter of fact, an increase in the 
book value of land upon which factory buildings are erected usually 
means higher taxes, with no increase in earning power. The busi- 
ness does not receive any benefit except in case of sale or liquidation, 
and an adjustment of the book value need not be made until such 
an event actually occurs. Operations based on cost value of land 
may show a fair return, whereas on a basis of appreciated values 
operations may appear to be carried on at a loss, so far as a fair 
return on the actual land value is concerned. 

Reflection of true values does not always, however, mean higher 
taxes. Local property taxes are based upon assessments independent 
of balance-sheets. Federal taxes remain unaffected until a sale 
takes place. State capital-stock tax blanks provide for showing actual 
value, and call for an adjustment of the balance-sheet to conform 


to local requirements 
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Similarly, if the land has apparently depreciated in value, custom 
justifies the carrying of the item at cost until realization, when the 
actual value can be determined. 

A distinction must be made between improved and unimproved 
property. In case of the latter, taxes and other carrying charges are 
sometimes added to the cost. The auditor should make a careful 
analysis of such items for use in his report. The facts speak for 
themselves so strongly that the auditor need do no more than refer 
to the items. All carrying charges, including interest, should be 
treated as revenue expenditures unless it is obvious that there is a 
continuous increase in the actual value of the property. When this 
is affirmatively shown, the carrying charges may be capitalized.* 

Where the auditor finds that an adjustment increasing the book 
value of land has been made, the fact should be noted on the balance- 
sheet. Otherwise an incident like the following may occur: 

A corporation had accumulated an operating loss of about 
$200,000. Its land was within the limits of a large city and had 
obviously increased greatly in value, but no adjustment had been made 
in the books. The company was at times a borrower up to about a 
million dollars, and the banks required periodical financial statements. 
The banks did not, however, require, and the corporation did not 
furnish, the certified statements prepared by the auditors (which ex- 
hibited the land at cost and the deficit), but the corporation did 
furnish a balance-sheet in which the land value was marked up 
several hundred thousand dollars—enough to wipe out the deficit and 
to produce a surplus. As the land valuations were not excessive, the 
banks were not put on notice that the company was losing money 
and that the books showed a deficit. 

Property situated in or near a city may appreciate greatly in 
value as time goes on, because of transfers or appraisements of land 
similarly located. It must be remembered, however, that it is a 
fallacy to assume that the value of land available for any kind of 
improvement can be directly compared with the value of land upon 
which a manufacturing plant has been erected. The value of the 
plant cannot be separated from the value of the land itself, because, 
upon the assumption that the land could be sold for general purposes, 
in 99 cases out of 100 the buildings (being adapted for one purpose 
only) would have to be demolished and the capital loss thus sus- 


“For a discussion of “carrying charges” see pages 616 and 620. 
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tained would more than offset the appreciation in the value of the 
land. 

Therefore an apparent rise in the value of the land is not the 
equivalent of an increase in assets unless the proportion the im- 
provements bear to the entire investment is small. The auditor can 
teadily test the propriety of a statement of increased land value by 
asking the question: Is the land available for sale aside from the im- 
provements ? 

Where land has been acquired through gift from a municipality 
or public body and title is to be transferred when certain conditions 
are fulfilled, the land should be appraised at the time when it is 
taken over, but the value should not be included as an asset until 
all conditions are fulfilled and then at the appraisal value. 


2. Buitpines.—The valuation of buildings brings up the question 
of depreciation, which is discussed fully in Chapters 31 and 32. Fol- 
lowing the suggestions there made, buildings should appear on the 
balance-sheet at cost, subject to an allowance sufficient to cover the 
wear and tear, obsolescence and inadequacy, accrued to the date of 
the balance-sheet. Construction costs properly include engineering, 
supervision, interest on borrowed money, legal expenses and over- 
head. 

As an aid to forming an opinion upon the value of buildings, the 
auditor should personally inspect the plant and note whether it 
appears to be in good condition or not. 


ALTERATIONS.—Theoretically the cost of alterations should be 
capitalized and corresponding adjustments made for the property 
affected. The entire cost of alterations which result in increased 
capacity or reduction in expenses may be capitalized. When the 
alterations merely modernize buildings or equipment, continue the 
rate of output or offset rising costs of labor or materials, there are 
no actual additions to capital assets which will benefit the future. 
When accrued depreciation contains—as it usually does—adequate 
allowances for obsolescence, the cost of alterations may be charged 
against the accrued depreciation. 


Fire Losses.—Care should be taken to see that property destroyed 
by fire, or otherwise prematurely put out of service, is correctly 
treated in the books. Any portion of the original charge for such 
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property which is not recoverable through insurance, salvage or 
otherwise, and has not been provided for by depreciation allowances, 
should be written off. 


TREATMENT OF COST OF DEMOLISHED BUILDINGS.—When land and 
buildings are purchased with the intention of demolishing the build- 
ings, the original cost, plus cost or less salvage due to the demolition of 
the buildings, represents the true cost of the land. When the intention 
to demolish is formed subsequent to purchase the cost of demoli- 
tion plus the value allocated to the buildings at time of purchase may 
represent a realized loss or additional cost of land, according to 
circumstances. When the demolition follows the discovery of unex- 
pected defects in useful value, no part of the cost of the removal 
of the buildings or of the original cost constitutes a benefit to be 
realized in the future. It is true that the cost of mistakes during 
construction is capitalized, but this rule rests on the sound principle 
that there can be neither profit nor loss prior to commencement of 
operations. When land and buildings are purchased and the value 
allocated to the land is all that the land is worth, the book value of 
the land must not be inflated by a cost which does not in fact add 
anything to the value. Neither can the cost of new buildings, if 
any are built, be inflated by cost which bears no relation to them. 


LEASEHOLDS.—The auditor should read all leases and note any 
provisions such as cancellation clauses which may affect the value, 
and he should verify the premiums paid by examination of the 
vouchers. He should then make certain that the cost of every lease- 
hold is being amortized in equal annual instalments at a rate sufficient 
to extinguish it by the end of the term. 

Few manufacturing plants in the United States are built on leased 
premises, but inquiry as to this point should be made, nevertheless, in 
every audit where real estate appears as an asset. In an astonishingly 
large number of cases department stores, hotels, theaters, office and 
“loft” skyscrapers, and other business buildings are erected on land 
which is leased for a definite term of years. 

Prior to the enactment of the federal excess-profits tax law in 
1917, it was not customary for the owners of such buildings to 
provide a sinking fund to take care of the diminishing value of their 
property or even to charge depreciation as one of their expenses. 
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There were two reasons for this: first, the term was usually a long 
one, running from 21 to 99 years. In this age of startling changes 
such long terms or terms of 63 or 84 years—the latter being the 
most popular in New York—are equivalent, in the minds of real- 
estate operators, to freehold. No provision for the far-distant future 
seemed necessary. Secondly, in the great majority of cases land has 
appreciated in value faster than the buildings on it have depreciated. 
For instance, a building on upper Fifth Avenue, New York, built 20 
years before on leased ground, with, say, 43 years to run until the 
lease expires, could be demolished and the vacant land sublet for a 
great deal more than the building cost, in addition to the rental under 
the original lease. There were many similar experiences in other 
cities. Formerly it was difficult to persuade the builder that a sink- 
ing fund should be created, but after profits taxes became a factor 
he willingly admitted and claimed that buildings depreciate in value. 

It now needs no argument to sustain the theory that the deprecia- 
tion in value of a building, computed on its life and on the length of 
the lease, is an annual charge against the revenue which the building 
produces and that unless and until the leasehold is sold or otherwise 
passes to other hands, the only facts available are that the building is 
diminishing in value, slowly but surely, because of depreciation and 
effluxion of time. 

An auditor should not set off appreciation against depreciation 
without stating the fact in his certificate or showing it on the balance- 
sheet ; otherwise he is guilty of conniving at a practice shunned by 
all conservative men, viz., taking credit in a current period for a 
prospective profit without showing the facts in all published state- 
ments. Nevertheless, he must not ignore the question of a rise in 
value, since it may have an important bearing on the borrowing 
capacity of the concern. Therefore, whenever an auditor meets with 
a claim that the unexpired portion of a leasehold is of great value, 
he should obtain an appraisal by a trustworthy and disinterested real- 
estate agent, and the value if it appears to be justified may be reflected 
in the balance-sheet. The offsetting credit must be to a special or 
capital surplus account—not earned surplus. 

If a lease has been purchased, and if the purchase price appears 
on the books as an asset, the expired portion should be written off 
at once and the unexpired portion be written off periodically in pro- 
portion to the length of the lease. If an appraisal establishes the fact 
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that the price paid was too high, it is wise and conservative to 
increase the instalments to such an extent that the cost will be written 
off before the expiration of the lease, or the excess may be written 
off at once and the annual charges will then exhaust the adjusted 
value. But if this is not satisfactory to the lessee, the auditor is not 
justified in insisting upon it, any more than he is in requiring a 
tenant, who under a long lease is paying more rent than is asked for 
similar space later, to make provision for excessive rent. 

When buildings are erected on leased land and there is a rea- 
sonable expectation that the lease will be renewed on the same terms, 
depreciation should be computed on useful life. Such conditions 
frequently occur when the lessors and lessees are the same interests. 


Machinery and equipment.—As with buildings, machinery 
should be valued at cost and adequate provision should be made 
to cover depreciation. In determining the sufficiency of accrued 
depreciation for machinery, consideration should be given to the ques- 
tion of obsolescence. No general rule can be found which governs 
the rates of depreciation applicable to a particular plant. Much 
depends upon the way the machinery is used and maintained. The 
life of a lathe in one plant may be twenty years; in another the same 
lathe will be out of commission in ten years. 

The auditor must apply the general principles of depreciation 
to the item of machinery and then bring to bear the special knowl- 
edge he has gained of the plant under review before expressing his 
opinion as to the accuracy, or otherwise, of the book values. 

The auditor should not fail to inquire if a detailed record is 
available showing the particulars of the cost, etc., of the machinery. 
In many factories such a record is kept for insurance purposes or 
as a check on depreciation charges. This record is found usually 
on cards or in a loose-leaf book, and, as it is not considered one 
of the regular books of account, it will not be submitted to the 
auditor unless he asks for it. If accurate, it is a great aid in de- 
termining the value of the machinery. The record should show how 
and when machinery is acquired ; cost, including installation ; amount 
pravided each year for depreciation; position in factory, etc. 

There is a tendency toward excessive depreciation allowances 
in the case of certain machinery of which the important parts can 
be and are renewed from time to time and where the cost of such 
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renewal is not charged to the accrued depreciation account. A manu- 
facturer who wants to be conservative allows, say, 15 per cent per 
annum on machinery. He may set aside this rate for three or four 
years and make no charges against it for renewals. Now, when it 
is applied to any particular machine it is apparent at once that it is 
impossible for the machine, so long as it is not obsolete, to depreciate 
more than, say, 50 per cent. In other words the machine could not 
be operated properly if it were allowed to deteriorate below 50 per 
cent of its normal condition, Of course, some machinery can be 
operated fairly well for a long time and then go to pieces all at 
once. It is claimed that a freight car can be operated at 70 per cent 
of maximum efficiency on its last trip before it goes to the scrap 
pile. 

There is some reason in a factory manager’s contention that 
his plant is as good as new. He knows that every machine is work- 
ing to its full capacity, and that any considerable present deprecia- 
tion is a physical impossibility or he could not produce a normal out- 
put. The manager, however, confuses depreciation and efficiency. 
There is, of course, accrued depreciation on every machine, and this 
is usually admitted, sometimes after a strenuous argument; but the 
auditor who argues that a five-year-old plant has depreciated, say, 
50 per cent, fails to obtain a respectful hearing. He is told that, 
if it were true, the plant could not be running, and that fact seems 
to be stronger than his theories. 

The real point at issue is that a considerable provision for ob- 
solescence is necessary in every plant where machine tools and sim- 
ilar equipment are used. Depreciation, as such, cannot exceed a 
definite limit, but a machine which never requires more than 30 
per cent or 40 per cent allowance for depreciation, no matter what 
its age may be, should have an obsolescence provision of perhaps 
as much or more. 

Changes are constantly being made in factories and mills. 
Machinery which is comparatively new is set aside or discarded for 
improved models, and possibility that this will happen should in- 
fluence the auditor who considers the value of such assets. In some 
cases the argument is advanced that the superseded machinery is as 
good as ever and is always available in case of emergency or of a 
sudden demand for an increased output. This sounds plausible, 
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but does not work out well in practice. The proper value to place 
upon such discarded machinery, which may be designated as “reserve 
plant,” is the nominal sum of $1, or else an estimated usable value 
with an offsetting allowance to reduce it to scrap value. 


SmAaLt Toots.—As a rule, the practice of depreciating small tools 
by means of a percentage cannot be followed satisfactorily. So 
many small tools are used up, lost or stolen, that an inventory should 
be made periodically and all the tools on hand should then be revalued 
for purposes of the balance-sheet. 

If this has not been done, the auditor can fix his valuation only 
from the best evidence available, but he should insist on a mate- 
rial reduction of the book values, unless liberal depreciation has 
been provided. 


MACHINERY PURCHASED ON DEFERRED PAYMENTS.—It is cus- 
tomary to pay for large units of heavy machinery in payments which 
run over several months. In such cases the auditor should examine 
the contracts and see if the total cost has been charged to the asset 
account in order that depreciation may be allowed from the time 
when the machinery was placed in operation. 

When the payments are for royalties or rentals they constitute 
expenses, when they are not to be applied on purchases, but in the 
case of solvent concerns the payment of so-called rentals, with an 
option to purchase at a very small amount, should be dealt with as 
the acquisition of a capital asset. Depreciation should be computed 
on the gross purchase price. Interest included in the purchase price 
should be charged off annually. 


Furniture and fixtures——The asset “furniture and fixtures” has 
little residual value. Conservative concerns charge off the larger 
part of its cost. 

In most establishments many items, such as partitions, special 
shelving, etc., are charged to the fixture account. Frequent altera- 
tions and changes are made. For this reason most of such ex- 
penditure is for repairs and should be charged off currently. If 
charged to an asset account, it should be prorated over two or more 
years’ operations. 


If alterations are made in leased premises, the auditor must 
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be careful, if the lease is about to expire, to see that nothing is 
carried as an asset except movable fittings, etc., and that, if they 
are removable, ample allowance is made for deterioration. 

The auditor should not pass the item of furniture and fixtures 
without noticing the physical condition. His experience should aid 
in determining the value of this item, and he must not be induced 
to certify to an overvaluation. The amount of fire insurance car- 
ried on this account should be ascertained. Fixtures attached to 
buildings should be insured as buildings, not as movable fixtures. 
This may be an important point. 


Containers.—Casks, kegs, bottles and other containers are a fixed 
asset when used in carrying on business, and they must never be 
included among current assets unless they are in effect part of the 
product of the business. 

In certain businesses such as bottlers, milk depots, spring-water 
supply, bakeries, etc., considerable numbers of containers, such as 
casks, kegs, bottles, cases, cracker tins, etc., are owned and used for 
transportation purposes only, and are supposed to be returned when 
empty. At balancing time an accurate inventory should be taken, 
if possible; but if not possible, the auditor must make his own cal- 
culations as to the number required for the normal operation of the 
business. He should then inspect the reserve supply and decline to 
certify to a greater number than is thus disclosed, unless furnished 
with unquestionable proof that a larger quantity exists. 

In many cases concerns go on the assumption that all such con- 
tainers are in the possession of someone who will return them in 
due course, but experience proves that a considerable percentage is 
lost, broken or stolen, and that to carry these as stock on hand is 
to misstate the facts. 

Deposits of cash are frequently received as security for the re- 
turn of containers. The aggregate of such deposits may be large. 
If so, the auditor should note the relation of this liability to the cash 
on hand. The deposits constitute a trust fund and should not be 
used for working capital, although it is hardly necessary to keep 
a separate bank account for them. Large quantities of containers 
might be billed with the understanding that refunds would be made 
on the return of the containers. If large sums had been collected 
from such billing and, because of a fall in prices or for some other 
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reason, many containers were returned during a short period, it 
might seriously embarrass the concern required to make the refunds. 


Horses.—Horses not only become less valuable through age, but 
depreciate according to the manner in which they are worked. A 
revaluation on the basis of the age of the horses and of the nature 
of the business is more satisfactory than is the writing off of a fixed 
percentage annually. The auditor should, if feasible, count the horses 
called for by the inventory, although he may be unable to diagnose 
their condition. 


Wagons, automobiles, etc.—Although all vehicles depreciate 
rapidly, and the apparent life of automobiles is exceptionally short, 
it must be remembered that the nature of these assets permits repairs 
to be made which largely take the place of renewals. For instance, 
tires are renewed, the motor may be replaced, and taxicab com- 
panies may entirely rebuild the bodies. Depreciation, therefore, as 
distinct from repairs and renewals, may be a smaller factor than 
it at first appears. Of course, full allowance should be made for 
“accrued” wear and tear, but any such rate of depreciation for taxi- 
cabs as has sometimes been advocated, viz., one based on a lifetime 
of three years, is excessive. Many in daily use are four or five 
years old. 

The auditor should verify the number of vehicles in use in order 
to ascertain that full provision has been made for those sold, ex- 
changed or scrapped. 


Patterns, drawings, lasts, etc.—The items patterns, drawings, 
lasts, etc., frequently represent large outlays by manufacturing con- 
cerns and form a class difficult to value. If they are used for stock 
or regular output their value depends upon their life and upon the 
probability of renewed use. If acquired or made for special jobs, 
their residual value is small, and the cost should have been a charge 
against the jobs themselves. In every case these items should be 
regarded with suspicion, and overwhelming proof must be adduced 
before approving any material sum on their account as assets. The 
auditor may meet with strong opposition in his efforts to reduce this 
item to a reasonable value, for it represents the skill and often the 
affections of the proprietors, who dislike to see its value depreciated. 
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However, the auditor must be firm and must decline to set up 
sentimental values as tangible assets. The experienced auditor, upon 
reflection, will recall the small actual value which this item fre- 
quently represents. 

The facts are easily ascertained. Public demands change, and 
patterns, etc., must be made to suit the changing taste. Even the 
styles of what appear to be standard patterns for stable businesses 
change rapidly. Engineers make about as many alterations in their 
“styles” as do milliners. When demand ceases, most of the old pat- 
terns should be scrapped. This rule applies to hardware designs 
as well as to patterns for women’s dresses. More than one balance- 
sheet of a hardware manufacturer or of a maker of dress patterns 
shows a valuation placed on designs which are entirely out of favor. 

The charges against this account are usually cumulative, i.e., they 
follow the output almost automatically, whereas, if any considerable 
percentage of the old patterns, etc., were available for use, the addi- 
tions to the account would not keep pace proportionately with the 
production. The auditor should apply tests before accepting the 
book valuations. 

In businesses where patterns, etc., are frequently used, there 
are two conditions likely to exist which can be regarded as tests of 
the actual value of the items: @) Book valuations will not increase 
rapidly. (2) The patterns will be kept in vaults, treated as per- 
manent assets of great value and insurance protection will be care- 
fully provided. The auditor should advise that a conservative course 
be followed, such as writing down the book value to forced-sale 


value. 


Electrotypes, woodcuts, etc.—The arguments as to patterns ap- 
ply equally to electrotypes, woodcuts, etc. Conservative publishers 
charge off almost the entire cost of plates as a direct cost of a first 
edition, and they are careful to revalue the balance of the account 
frequently. If a book or other publication is successful, the cost 
of plates, etc., can be readily absorbed in its cost, but if it is not 
successful, no reorders can be expected and it would be folly to carry 
the plates in the balance-sheet at any valuation except as scrap metal. 
Several bankruptcies have occurred in the publishing business through 


disregard of the uncertainty of such assets. 
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Land and development companies.—There are many fine points 
involved in the proper distinction between expenses and additions to 
property of land and development companies. Cost and expenses 
up to the time when the property is ready to be marketed cannot be 
charged against the property as is done in the case of other con- 
struction work. Only that part of expenses which really adds to 
the value of the property, such as the grading and paving of streets, 
the cost of the water and sewer installation, etc., is a proper addition 
to the capital account. Administrative expenses and any preliminary 
selling expenses, such as advance advertising, publicity work, print- 
ing and the preparation of maps, must be segregated and shown on 
the balance-sheet as deferred charges to future operations until rev- 
enue begins to come in. 


Patents.—Patents are granted in this country for a term of 
seventeen years. In the case of valuable patents a proportionate part 
of their cost should be amortized or charged off periodically in order 
to write off the entire cost before the date of expiration. The cost 
of patents ascertained to be of no commercial value should be written 
off immediately. 

In many cases a residual value remains which merges into the 
goodwill created by the use of a patent; but this is a different kind 
of asset, and the auditor is not justified in anticipating such an out- 
come and ignoring the diminishing period of protection or monopoly. 
Patents depreciate also because of obsolescence, the impossibility of 
making the article a commercial or practical success, and failure to 
induce the public to buy the article. It does not follow, therefore, 
that a patent remains valuable during its whole life, and, if it does 
not, revaluation should be made except in special cases when it 
appears to be justifiable not to write off the asset and the reason is 
shown in the balance-sheet. 

Expenditures for additional patents, including improvements in 
basic patents, should be capitalized and amortized over the useful life 
of the new patents. 

The vaiue of patents should not be written up, even though it 
appears to be much in excess of the original cost. When revaluations 
are made for tax purposes, appreciation should be shown separately 
in the balance-sheet. 


The auditor should see the patent papers, including assignments, 
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or else obtain a certificate from the patent attorneys to support the 
item. 

The ledger caption of the “patents” account is sometimes the 
only evidence which is called for or submitted. If the ledger ac- 
count has been arbitrarily so named to offset an issue of capital stock, 
and if not represented by actual patents of any value, the auditor 
should insist on a change in name to accord with the facts. He has 
no more right to certify a large asset item of “patents,” if the value 
is not substantiated, than he has to certify any other item the mean- 
ing of which is reasonably clear, or seems clear, to the public. 

As a matter of fact, an auditor can form a fairly correct opinion 
of the value of a patent. From a commercial point of view, if it is 
an old patent, past results have a definite bearing on the point. 
Pending litigation furnishes another clue. If it is a new patent, an 
auditor is as well qualified as anyone else to estimate the outcome. 
This is not an argument for placing anything other than fact in the 
written report, but that good rule does not bar an auditor from dis- 
cussing the matter with his client, or from stating his experience if 
requested to do so. 

It is sometimes necessary to determine the cash value of patents 
which have been acquired in exchange for capital stock. If there 
is a free and active market for the shares, it would seem that willing 
buyers and sellers themselves are fixing a fair price for the patents. 
When the market for the shares is not active, other evidence must 
be sought to support a valuation.® The cost of defending or per- 
fecting title may be capitalized. 
eri. following ruling by the Treasury Department indicates its method 
of fixing values for tax purposes: 

“Tn the case of inventions, their value is dependent upon proven utility 
or the likelihood of practical usefulness and therefore stock issued thereon will 
have a corresponding value. If an inventor should sell a recently patented 
invention to a manufacturer before its use has been tested, but simply upon its 
apparent usefulness, it may be said that the invention at that time is worth 
what is paid for it, because a price has been offered and paid. The measure 
of value is the price paid. ... Stock issued upon such invention would be 


worth the value of the invention, measured by the price which the manufacturer 
has paid for it. 

“Where the inventor himself forms a company and issues stock upon his 
invention and there are dealings in said stock at or within a reasonable time 
after the issuance thereof, prices then paid may be said to be evidence of the 
value of the invention capitalized and therefore of the stock at the time of its 
issuance. This is upon the principle that a subsequently existing fact is evi- 
dence of some probative value of the prior existence of the same fact... .” 
(Solicitor’s Law Opinion 962, Cumulative Bulletin No. 2, page 74.) 
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When an appraisal is made or patents change hands, it must be 
remembered that applications for patents may have the same value 
as patents which have been issued. This is an important point in 
determining values as of a past date, because the term of protec- 
tion is extended. If a valuable patent was applied for March 1, 
1913, and was issued March 1, 1915, the amount to be written off 
annually is one-nineteenth of the March 1, 1913, value, because the 
expiration date is March I, 1932. 

A possible argument—based on expediency—against this is that 
the plan proposed can be applied only retroactively. In other words, 
the period over which the cost or value of a patent is to be written 
off cannot be known until the patent is granted, as the period which 
may elapse between date of application and date of granting the 
patent is uncertain. Hence the argument has been advanced that there 
is no necessity for writing off any portion of the patent cost or value 
until the actual granting of the patent, as it is only then that a lim- 
itation on the life of the patent is imposed. This theory facilitates 
the writing off of annual allowances for exhaustion of the patent 
cost or value, and it obviates the need for any retroactive adjust- 
ment upon the granting of a patent. The practical consideration, 
however, is really the only argument to be made for the last sug- 
gested method. In principle, the spreading of the cost or value over 
the entire period elapsed between application for and expiration of 
a patent is the more accurate method. 


PATENT DEVELOPMENT costs.—The cost of developing a patent 
is of the same nature as carrying charges on real estate. One 
should have the option of capitalizing the items or of charging them 
off as current expenses. Frequently it is difficult to determine which 
course should be pursued, even at the time. It may be obvious, after 
a period, that the experiments under way are not yielding satis- 
factory results. In such an event the cost is clearly an expense. 
More often the result is doubtful, and in that case it is permissible 
to elect whether to capitalize or to charge off the amount. 


Copyrights.—The considerations which apply to patents apply 
also to copyrights, except that in the case of copyrights the term is 
28 years, and, in certain circumstances, may be renewed for another 
28 years. “As most copyrights diminish steadily in value, deprecia- 
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tion should not be based on their life, but upon revaluation at stated 
times. 

Revaluation of each individual copyright is the only satisfactory 
plan. In all cases the auditor should be furnished with a list of copy- 
rights owned. Inquiry, based on this list, will produce evidence as 
to the actual worth of the asset. 
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Goodwill is in a class by itself. The term when it appears in a 
balance-sheet represents the stated value attached to the business 
over and above the value of the other stated assets.t It is such an 
intangible and elusive asset that it is not subject to wear and tear, 
and the principles of depreciation certainly cannot be applied to it as 
to other items. If earnings decline, for any reason except of the 
most temporary character, the value of goodwill declines correspon- 
dingly, because by its very nature its value depends on earnings of 
at least a certain amount. The element of earnings is not always 
insisted upon in cases of old-established concerns doing a large gross 
business, which are believed to be inefficiently managed, and when 
the purchaser assumes that good management will increase the net 
income. 

Goodwill always appears, or should appear, on the balance-sheet 
as a separate item, and well-established practice permits it to appear 
at cost, irrespective of fluctuations in its value. Gain can be de- 
termined only by sale; decline in value can be determined more read- 
ily. It might be claimed, and rightly, that purchases of capital stock 
at a price above the book value are the best evidence of the value 
placed upon goodwill by disinterested persons. True, but its actual 
value changes from day to day, and there is so much uncertainty 


* For methods of computing the value of goodwill for tax purposes, see 
Income Tax Procedure, 1927, Vol. I, pages 509-518. 
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about any attempt to adjust its book value that by common consent 
it is usually left alone, except when earnings are unusually large 
and it is considered opportune to write it off. The very existence 
of earnings sufficient to write it off justifies its retention; whereas 
earnings that are not up to expectations and are insufficient to enable 
a concern to write off goodwill indicate that its book value is inflated. 
As goodwill does not suffer from wear and tear, does not become 
obsolete, and is not used up in the operation of the business, deprecia- 
tion cannot be charged against it. If written off, a secret reserve 
might be the result; therefore no objection can be offered to its 
retention at cost. 

In a few cases goodwill has been written up, surplus has been 
credited, and a large stock dividend has been paid. There may be 
some justification for reappraising physical assets, but any corporation 
which writes up the value of goodwill, credits the amount to surplus 
account, and out of such alleged surplus declares a cash dividend, 
may expect to be charged with practising a fraud on its stockholders 
and on anyone who afterward acquires the stock. Goodwill when it 
appears on the balance-sheet of a corporation or partnership is sup- 
posed to be carried at cost price or less. If it has been reappraised 
and written up, the balance-sheet should show the facts unmistak- 
ably. In such an event the balance-sheet should show how the valua- 
tion arose. Whether written up from no cost or written down from 
a large cost, the information is almost essential to balance-sheet 
analysis. 

In some cases payments are made which are in the nature of 
goodwill rather than expenses. Payments to a retiring partner, 
when in excess of reasonable compensation for services rendered, 
should be charged to goodwill and not to expenses. 

Before the incidence of high taxes, the goodwill item on most 
books of account merely represented the difference between the par 
of securities issued and the appraised value of tangible assets. 

When it became obligatory to determine the actual value of good- 
will at March 1, 1913, and other dates, it was necessary to devise 
general principles which could be applied to all cases and special 
formule for particular cases. Even though tax rates are declining 
the determination of goodwill values will continue to be an impor- 


tant element in the auditor’s practice. 
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The United States Board of Tax Appeals has commented on 
goodwill factors, as follows: ? 


There is no specific rule for the determination of the value of good- 
will. No rigid and unvarying rule can be laid down to govern all cases. 
Each case must be considered and determined in the light of the facts 
surrounding and connected with it. In valuing goodwill, more or less 
arbitrary rules have been adopted as befit the facts in each case. 

A consideration of the nature of the business, its known stability 
with reference to earning power, the length of time during which it had 
been conducted at time of purchase by petitioner, the extent to which 
the manufactured product had become known, and the demand for same, 
convinces us that the goodwill purchased had a cash value and the same 
may, in this case, be measured by attributing an 8 per cent return on net 
tangibles and the excess of the net earnings, after deducting $80,000 for 
depreciation for the years 1907 to IgI1I, inclusive, to be capitalized at 15 
per cent. The average net profits, after providing for depreciation for the 
years 1907 to IgII, inclusive, was $481,845.09. 8 per cent on average net 
tangible assets of $4,590,988.12, or $367,279.05, produces an excess of 
$114,566.04, which, when capitalized at 15 per cent results in a goodwill 
value of $763,773.60. 


In Plender’s Appeal (2 B. T. A. 940) the taxpayers paid a sum 
of money to a retiring partner, which, the Commissioner claimed, 
was for goodwill. It was argued by the taxpayers that, as the retir- 
ing partner had no interest in goodwill which he could sell, the 
payment was in reality in the nature of a pension or similar compen- 
satory payment that the partnership had obligated itself to make to 
one who was terminating his connection with the partnership after 
many years of service, and, as such, constituted an ordinary and 
necessary expense of doing business. The Board upheld the Com- 
missioner in disallowing the deduction and said: 


While not expressly stated in the partnership agreement, we may 
well imply that it represents a consideration on the part of the part- 
nership for the capital contribution made thereto by its English members. 


It is interesting to speculate about the ultimate effect of the 
Board’s decision. Capital assets are of two kinds, viz., depreciable 
and non-depreciable. The latter must remain on the books at cost 
until sold, or until they become obsolete, when the loss, if any, may 
be claimed. But in the case of payments to retiring partners there 
may not be any asset acquired, as partnership agreements often 


* Otis Steel Company, 6 B. T. A. 358. 
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specify that the retiring partners have no vested right in goodwill. 
The truth of the matter is that such agreements fail to express the 
intention of the partners.* What happens is that the retiring or 
deceased partners or their representatives are granted a share in the 
profits after the partners retire or die. It is part of the considera- 
tion running through the agreement and is not a purchase of good- 
will. The amounts paid are not an expense of the business, but are 
payments of profits to those who are entitled to share. The con- 
tinuing partners receive, as their distributable shares of net income, 
amounts decreased proportionately by the payments to the former 
partners or their heirs. 

The Plender agreement strictly construed may not admit of the 
author’s interpretation, but there may be something in the interpreta- 
tion which will apply to existing agreements. Certainly the Treas- 
ury’s contention is not fair. Many partnership agreements provide 
for a limited continuing participation by retiring partners. This 
need not be called a purchase of goodwill, any more than the share 
of the profits paid to any inactive partner is a payment for goodwill. 
If expressed in agreements as a postponed payment for services, the 
Treasury will hardly continue to miscall the payments purchases of 
goodwill. / 

In Pompeian Mfg. Cos Appeal (1 B. T. A. 825) the taxpayer 
paid in stock, at time of organization, a substantial amount for good- 
will. In addition it agreed to pay the president (who controlled the 
corporation ) $20,000 a year for ten years. The taxpayer claimed that 
the annual payments were for “goodwill, paid on contract.” No 
annual payments were to be made unless there were profits with 
which to pay them. The taxpayer did not contend that the payments 
were for compensation. The Commissioner properly held that the 
payments were distributions of profits and was upheld by the Board. 

Payments under leases or to officers of corporations in excess of 
reasonable compensation for the use of property or for services are 
not ordinary or necessary expenses of a business. 

A bank, buying the assets of another bank, paid as part of the 
~_® Upon the death of a partner of J. P. Morgan and Company the daily 
newspapers printed this announcement: “One cardinal declaration was that 
neither Mr. Morgan nor Mr. Stettinius, nor any other member of the firm, had 
any interest in the goodwill. Partners had the right to no remuneration for 


such goodwill at the time of retirement, since the goodwill continued with the 
surviving members of the firm.” (N. Y. Evening Post, July 30, 1927.) 
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purchase price a bonus on all non-interest bearing deposits which 
were transferred. This bonus was held to represent a purchase of 
goodwill. (C. B. IV- 1, 230; S. R. 810.) 

In Pevely Dairy Co.s Appeal (1 B. T. A. 385) the taxpayer ac- 
quired milk “routes” from former owners and deducted the purchase 
price as a business expense. It contended “that goodwill does not 
exist by itself and must be attached or incident to something tangible, 
and can be sold only in connection with the thing to which it is at- 
tached.” The Board as to this, said: 


This is no doubt true when properly understood, but we think the 
taxpayer’s conception of goodwill is too narrow. It is true that it can 
exist only as an incident of a business, but it is not necessary that it 
be connected with a place of business, or a particular article, although 
that is sometimes the fact. The old definition of goodwill as “the prob- 
ability that the old customers will resort to the old place” has long since 
been superseded and the term now includes all that good disposition of 
one’s customers based upon reputation for skill, punctuality, or other in- 
cidental circumstances, which constitute the good reputation one enjoys 
in a particular business as an incident thereof. (12 Ruling Case Law 
977.) In this sense it is attached to the business and is subject to sale as 
a part of the business. 


Auditors’ responsibility for goodwill values.—Goodwill dif- 
fers from other assets in that, whereas they are generally valued with 
some reference to their convertibility into cash, their cost or their 
replacement cost, goodwill value is measured by earnings or prospec- 
tive earnings and cannot be converted into cash without disorganizing 
the business. 

Goodwill as a factor in business profits and success is now recog- 
nized and valued by the investing public. This is shown by many 
prospectuses of recent common-stock issues and by the market quo- 
tations of certain listed securities. This is true even in cases where 
goodwill is not carried in the accounts at any value and regardless 
of whether it was acquired by purchase or development. 

It has been the practice of accountants to state goodwill at cost, 
if acquired through purchase. If created by the company, and it be 
desired to set up a value for it on the company’s books, it is offset 
by a credit to “capital surplus.” The opinion of accountants has 
been that goodwill should be stated as shown by the books without the 
assumption of responsibility and that the public may accept it for 
what it is worth. 
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When any person, not familiar with the accountant’s theory about 
the treatment of goodwill, reads a balance-sheet he may be justified 
in believing that the value stated for the asset represents the ac- 
countant’s opinion of its true worth. It is, therefore, desirable that 
the goodwill item, as ordinarily shown, should be fully explained on 
the balance-sheet or in the certificate. 

Should the auditor in any case value goodwill for balance-sheet 
purposes on a basis intended to show its true worth to the business, 
when he is expected to certify the “true” financial position of the 
concern? As the investing public sets a value upon this asset, should 
the auditor attempt to establish the true value by some formula? 

Goodwill, if purchased, is paid for in cash, other property or 
capital stock and has its original value fixed by means which the 
auditor is required to accept as a starting point. Should the “true” 
value be computed at any later date? In case the value has in- 
creased, cost (which is lower) should ordinarily be used for bal- 
ance-sheet purposes, on the theory that a profit should not be taken 
until it is realized. In case the value has declined it might be argued 
that the loss should be deducted as there has been an actual impair- 
ment of capital. If the goodwill subsequently grows more valuable, 
it will be permissible to increase the book value by the estimated 
amount, but not to exceed cost. 

An established business may accumulate goodwill over a period 
of years but it is not conservative practice to place it on the balance- 
sheet until a profit is actually realized by the company, through sale 
of the business. The exception to this rule would be the refinancing 
or sale of a business when it would be permissible to state the good- 
will at its true value. 

To summarize, the accountant should take the responsibility of 
valuing purchased goodwill and, if it is not assumed, the accountant 
should disclaim responsibility in the certificate. When goodwill is 
not purchased, but is set up by the company or computed by the audi- 
tor, full disclosure should be made on the balance-sheet, or the cer- 
tificate should be qualified accordingly. 

Balance-sheet practice as to goodwill is highly inconsistent. Per- 
haps it should be—perhaps the auditor should allow corporations to 
write goodwill up or down as the fancy dictates—or stock market 
considerations incline them. But in the absence of uniform practice, 
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the auditor cannot afford to certify a balance-sheet in which this 
item or any other is so stated that it can be misunderstood. 

In one case auditors declined to certify until the following note 
was placed on the face of the balance-sheet : 


Goodwill, patents and trade marks, at cost of acquisition of $7,342,000, 
have been reduced in this balance-sheet to a nominal value of $1. 


Formula for determining value.—The usual formula for deter- 
mining the value of goodwill is as follows: Take the average net 
profits for a term of years, deduct interest on average tangible assets, 
less liabilities, employed ; deduct the value (not necessarily the amount 
paid) of manager’s (one or more) compensation; the balance repre- 
sents the amount of profits which may be said to be attributable to 
goodwill. 

In fixing compensation for management, consider the class of 
business—stable or hazardous; general or special training, experience 
and ability required to conduct it; general standard of salaries in a 
similar business or in a business producing a similar amount of 
profit.* 


ILLUSTRATIONS OF METHODS USED IN DETERMINING VALUES.— ? 
The United States Treasury has suggested the following methods of 
finding the value of goodwill: 


1. The difference between the prices at which an article is sold 
under the trade-name and under no trade-name, respect- 
ively, multiplied by the number of units sold during the 
year equals profits attributable to goodwill. Capitalize 
such annual profit on a 20 per cent basis. 

2. Comparison with businesses having similar sales and profits 
when such companies have goodwill purchased for cash. 


In Providence Mill Supply Co.’s Appeal (2 B. T. A. 791) the 
Commissioner rejected the taxpayer’s claim for goodwill arising 


* For detailed formule and the author’s comments, see Income Tax Pro- 
cedure, 1927, Vol. I, page 509 et seq. 

Sor further discussion of the factors involved in the valuation of in- 
tangibles, see Goodwill in Relation to Federal Taxation, by N. J. Lenhart; 
Income Tax Procedure, 1927, Vol. I, pages 509-518; Commercial Goodwill, 
by P. Leake (1921); Rate-Making for Public Utilities, by Lamar Lyndon 


(1923), pages 97-113. Also see United States Board of Tax Appeals Computa- 
tion, page 228. 
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from an individual’s long experience and skill. In upholding the 
Commissioner, the Board said: 


Ability, skill, experience, acquaintanceship, or other personal char- 
acteristics or qualifications do not constitute goodwill as an item of prop- 
erty; nor do they exist in such form that they could be the subject of 
transfer. 


EARNINGS THE PRINCIPAL FACTOR OF VALUE.—Although good- 
will is said to be the attractive force which secures custom, an erro- 
neous idea sometimes prevails with respect to a business which has 
not earned more than an average rate of interest on invested capital, 
plus a reasonable allowance for proprietor’s compensation. It is not 
enough that such a business be long established and have a good list 
of customers; that prompt service and courteous treatment have 
given prestige to the trade-name; that brands or trade-marks have 
become household words; that the location is ideal and can be con- 
tinued, and that other equally attractive factors are present. 

In fact, these elements are negative rather than affirmative cir- 
cumstances for the consideration of a prospective buyer, because they 
leave few opportunities for betterment. If the business has not 
shown satisfactory or increasing profits under ideal conditions, how 
can a purchaser, who usually works at a disadvantage as compared 
with his predecessor, hope to increase the profits to a point which 
will equal those of the old business plus return upon an additional 
cash investment in goodwill? 

To have a sales value, goodwill must represent a substantial 
earning power in excess of the ordinary interest on capital and the 
managerial salaries combined. There may be a deal of sentiment 
attached to an old business, but a losing business does not possess any 
goodwill unless there are obvious signs of mismanagement. Bad 
management is overworked as a plea and is too frequently believed 
to be a positive cause of failure. Then, too, profits should be increas- 
ing. If the business is standing still, the danger of going backward 
is greater than the likelihood of improvement. There is no certainty 
that exceptionally good past years, which serve to increase the aver- 
age profits, can be repeated. 

It is necessary to discuss all phases of valuation but little can be 
added to the basic element of goodwill value, which is: The prob- 
ability—amounting, so far as human experience goes, to a certainty— 
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that customers will continue to buy a specific product, or at a par- 
ticular place, or from the successors of those who have gained by 
fair or skilful means the confidence of the public. When the earn- 
ings, the confidence or other factors of the past cannot be transferred, 
goodwill has little value to a purchaser or transferee. 


SUBSEQUENT EARNINGS A FACTOR.—In the purchase of goodwill 
the purchaser is more interested in the future than in the past. The 
question of future earnings is never ignored—it is the major factor 

in the price. The past earnings are of interest as indicating what 
~ has been done, but in the mind of the purchaser past earnings repre- 
sent minimum, not possible, earnings. In almost every case certain 
trends are so clearly indicated that past earnings are of historical 
rather than conclusive value. If a purchaser buys two competitive 
businesses each earning $100,000 a year, does he look forward to 
combined earnings of $200,000? He does not. One reason is that 
he expects largely increased profits, following elimination of or re- 
duction in competition. As set forth in the Treasury’s regulations 
dealing with the capital-stock tax, “it is relevant, however, to con- 
sider the entire potentiality of the corporation to profit by the exercise 
of its corporate franchise.” 

When the trend is unfavorable, average earnings for a number 
of past years are highly misleading. In dealing with goodwill values 
at a given date, the appraiser must study the whole picture and assign 
to past earnings no more than the proper weight. When the appraisal 
is a retrospective one, it is desirable to analyze past earnings, condi- 
tions and prospects, thus putting oneself in the position of a former 
prospective purchaser, before ascertaining actual subsequent earnings. 
The latter are valuable as corroboration of estimates. In General 
Lead Batteries Co.s Appeal (2 B. T. A. 392) the Board said: 


Subsequent earnings may corroborate an a priori valuation under 
proper circumstances. Equally, subsequent losses may carry probative 
force in rebuttal of a valuation which is at the best nothing but an es- 
timate and speculation. 


In reorganizations, consideration must be given to any abnormal 
conditions that may have affected adversely the earnings of the prede- 
cessor, such as change in product, need for reducing fixed charges, or 
expansion of facilities. All these may have prevented the former 
organization from showing large profits, even though it possessed 
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a valuable goodwill on which the successor corporation was able to 
realize excellent profits in subsequent years. 


CAPITALIZATION OF EARNINGS.—The Treasury has frequently 
determined the value of corporate assets by capitalizing the earnings, 
particularly in the absence of sales of stock or other index of value. 
Although this method produces some evidence of value, it is obvious 
that it depends largely upon a factor which will vary widely with 
the judgment of the appraiser—the rate used to capitalize the earn- 
ings. The Treasury has often made its calculation by determining 
the value of tangible assets, ascribing to them an amount of the 
earnings equal to 8 per cent of the tangibles, and computing the value 
of the intangibles by capitalizing the remainder of the earnings at 
I5 per cent. The value as fixed by capitalizing earnings should not 
be treated as conclusive, particularly when based on earnings for a 
few past years. Other evidence of value, such as the outstanding 
position of the particular corporation and its possession of earning 
power because of favorable contracts, etc., not yet fully reflected in 
actual earnings, may be much more conclusive, as was held in Boyd 
Pcitere Wom List mGt nyu ebay jat: 13-1920, 51 Amered: 
Tax Reports, 6069) where the court arrived at a value more than 
50 per cent higher than the Treasury's, based on this formula. 


Can goodwill exist when there are no net earnings?—In 
White House Milk Co.'s Appeal (2 B. T. A. 860) the Board of Tax 
Appeals held that when a business had operated for a number of 
years at a loss, it had no goodwill (milk “routes’’) which could be 
capitalized. The principle is sound, but, as the Board often says, 
each case must be judged on its own merits. In this case the business 
was sold in October, 1922, at a large advance over book values. 
The taxpayer was organized in April, 1921, and it claimed that a 
goodwill value existed at that time. Its operations were profitable 
from the beginning. It took over, at a purely nominal value, a prede- 
cessor company which had been unprofitable. All the stock (except 
25 shares) was subscribed by the old stockholders. The facts and 
opinion in the case are not at all convincing that the very large good- 
will value in October, 1922, was created after April, 1921. On the 
contrary it would appear that much of it arose before that time. 

In Hovey’s Appeal (4 B. T. A. 175) the Board quoted with ap- 
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proval Macfadden v. Jenkins (40 N. D. 422; 169 N. W. I51) in 
which it was held that goodwill may have a value although there 
have been no profits. 

Unprofitable public utilities have been sold on a basis of gross 
earnings, the buyers expecting to reduce expenses sufficiently to turn 
operating losses into net profits. These incidents, however, do not 
disprove the general statement that goodwill does not attach to an 
unprofitable business. But to be strictly accurate, the generalization 
should be that goodwill never attaches to a business which is not 
believed to possess possibilities of being made profitable. 


VALUATION OF GOODWILL BASED ON LISTS OF CUSTOMERS OR SUB- 
SCRIBERS.—Obviously the chief factor in the valuation of goodwill 
is net income. But there are cases in which the net income is an 
estimate applicable to the future and has no history to sustain it. 
There have been many sales, at substantial prices, of lists of sub- 
scribers to newspapers and magazines, although the enterprises 
themselves have failed financially. In many other businesses value 
is attributed to lists of customers, irrespective of the profits and 
losses of the sellers. It must be assumed that the customers are 
satisfied and transferable, otherwise the lists would have no more 
value than a telephone directory. The theory of valuation is simple, 
as it is based on the estimated cash cost of securing customers. In 
the Pevely Dairy Co.'s Appeal (1 B. T. A. 385) the evidence dis- 
closed that $3 had been paid for each retail customer and $9 for 
each wholesale customer, who continued to buy milk from the new 
owner for fifteen days from date of transfer. 

In 1923, according to The New York Times, a valuation of the 
stock of The New York Herald in 1919 was $1,058,710, in which 
was “included $565,000 as the estimated value of the goodwill and 
The Associated Press franchise.”” Apparently this estimate was based 
on reported profits for the ten years, 1909 to 1918, of $1,940,992, 
which it is said “were in a descending scale, so that in 1917 there 
was a deficit of $151,870 and in 1918 the deficit was $138,203.” If 
profits are descending, it usually means that the goodwill value is 
decreasing and the converse is usually true also. 

In Danville Press’ Appeal (1 B. T. A. 1171) the taxpayer paid 
cash for the assets of a newspaper. The parties allocated $36,000 
of the cost to 9,000 subscriptions expiring in from one to twelve 
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months and $20,000 to goodwill, which included circulation not 
covered by subscriptions. The taxpayer claimed the right to deduct 
in ten months, 10/12 of the allocated cost of the subscriptions expir- 
ing within that pericd. No part of the other cost was written off. 
The Commissioner disallowed the deduction and was upheld by the 
Board, which said: 


This necessarily involves the proposition that at the end of such 
period the subscription list purchased by it had no value. We cannot 
agree that this is so, nor can we agree that what the taxpayer purchased 
was 9,000 contracts expiring within 12 months. It purchased an asset 
which was a subscription list subject to fluctuations from time to time. 


The subscription list of g00 names to a country newspaper was 
valued at $4,500, or, as the Board put it, “at not less than $5 a 
name.” The Board also decided that the circulation structure of a 
newspaper is intangible property and that the archives or “morgue’”’ 
(library, advance obituaries, classified clippings, plates, etc.) were 
tangible property. (Herald Despatch Co.’s Appeal, 4 B. T. A. 1096.) 


GOODWILL OF LAUNDRY “RoUTES.”—In Metropolitan Laundry 
Co.’s Appeal (2 B. T. A. 1062) the Commissioner disallowed the 
goodwill value of laundry “routes” in San Francisco. The Board 
overruled the Commissioner and found that: 


In 1903 “inside” routes had a value of approximately $15 per one- 
dollar’s worth of weekly business and “outside” routes from $3 to $5 
per one-dollar’s worth of weekly business. 


The word ‘“‘inside” applies to lists of customers and routes owned 
direct by the laundry. On these the drivers collected and delivered 
for salary and commission. “Outside” routes were those owned by 
the drivers. 


Distinction between goodwill and organization expenses.— 
There have been cases in which bonus common stock was issued to 
subscribers to preferred stock, after a company was formed, and 
the bonus stock was set up on the books as goodwill. Such an item 
has nothing to do with goodwill but is essentially a financial or 
organization expense and should be written off over a period of, say, 
five years. 
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Fund Accounts 


The caption, “sinking fund,’ or any other fund account, should 
always represent an asset, and inquiry should always be made (when- 
ever the nature of the undertaking causes the question to be raised) 
as to the purpose of these accounts. As soon as possible the auditor 
should also ascertain in whom the legal and equitable titles rest, as 
that will have an important bearing on the extent of verification re- 
quired. There are three interests to consider; the corporation under 
audit; the legal owners of the assets, (presumably the trustee) ; the 
creditor or mortgagee. In the case of responsible trustees, their 
certificate as to the assets in their hands usually is sufficient. When 
the concern under audit retains title to the assets or when the fund 
securities are in the possession or under the control of the cor- 
poration, the verification should be the same as for other securities, 
etc., in the control of the client. 


Sinking funds.—In many mortgages, especially when secured by 
coal, ore, lumber, etc., it is provided that a certain amount, based on 
238 
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the production, shall be paid to trustees for the purpose of extin- 
guishing the debt at or before maturity. This is known as a sinking 
fund. The amounts properly appear as assets on the balance-sheet, 
and it should be clearly shown what investments have been made 
and what cash remains uninvested. 

In theory this principle is not affected by the fact that some sink- 
ing funds, instead of being actual assets, are deductions from lia- 
bilities. For instance, a sinking fund may be used to buy up a 
corporation’s own bonds. The actual condition is better expressed 
if the bonds so held (which may be canceled) are deducted from the 
total outstanding bonds, than if they are shown as an asset. 

A certificate from the trustee as to the state of the fund is 
sufficient evidence for the auditor, so far as the examination of the 
cash and securities is concerned. 

If the bonds have been surrendered to the company, the auditor 
should examine them and note whether or not proper safeguards are 
provided to prevent improper disposition of them. 

The creation and various factors of sinking funds are discussed 
on page 336. 

CONDITIONS IMPOSED BY CREDITORS.—In practically every case of 
recent issue of preferred stocks, short-term bonds or notes, provision 
is made for the creation of sinking funds to retire a percentage or 
all of the stocks or obligations. Sometimes the sinking-fund instal- 
ments are paid to trustees; in other cases the debtor corporations 
covenant to carry out the provisions. In the case of bonds and notes, 
any default, upon demand by a certain percentage of creditors, may 
cause the entire issue to be declared due and payable. As preferred 
stock is not a liability there can be no enforced liquidation in the case 
of default, but other results, such as changes in the personnel of the 
board of directors, may ensue. ; 

The provisions vary with the ingenuity of lawyers and account- 
ants. In each trust deed there are clauses intended to safeguard the 
investors in that particular corporation. In each case the auditor must 
obtain a copy of the agreements, be guided by their terms, and use his 
own judgment in commenting upon compliance with, or default in, the 
terms. 
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FUNDS REPRESENTING INVESTMENTS OF RESERVES.—It is not cus- 
tomary to invest reserves other than sinking funds, insurance funds, 
pension funds, etc., in specific assets. Theorists feel strongly that an 
amount equal to a reserve account created for a specific purpose 
should be invested in first-class securities, so that it will be available 
when it becomes necessary to spend the cash required to make good 
the asset for whose replacement the provision was made. 

The theory is tenable if the allowance represents the depreciation 
of a specific thing, such as a building or a ship, and if it is the 
intention to replace the building or the ship after its usefulness has 
ended. But most buildings, ships and similar assets are parts of 
general holdings and, with rare exceptions, more profitable use of the 
fund can be made in the purchase of new property or in extensions 
or additions to existing plant than in the purchase of stocks or bonds 
of other enterprises. In fact, almost the only argument against the 
use in one’s own business of funds representing provisions for depre- 
ciation, etc., is the temptation to expand beyond safe limits; but this 
depends not so much on the cash in hand as on the ability to borrow. 
In other words, the man who desires to expand usually does so to the 
extent of his borrowing limit, and it is futile to suggest to him the 
desirability of investing funds which represent allowances, etc., in 
outside securities. 

If an auditor finds that a fund exists representing investments of 
reserves, the securities in it and any income from them should be 
verified in the usual way. If the amounts reserved are sufficient to 
accumulate to the desired aggregate without adding the interest, any 
income realized from them should be credited to profit and loss; but 
if both accumulations and reinvested income are expected to add to 
the fund itself, the auditor should ascertain whether the net income 
collected is sufficient for that purpose or not. 


FUND AND OTHER PERMANENT INVESTMENTS.—Securities held 
for income purposes, or as investments of sinking, reserve, and other 
special funds may be classified as “fund and other permanent inyest- 
ments.” 

When persons or corporations receive property against which 
annuities are chargeable, the principal becomes a trust fund and an 
equivalent amount must be set up as a liability. Payments to annui- 
tants are charged against the capital fund and if in excess of the 
principal are deductible for income-tax purposes as losses. When 
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the annuity payments cease the balance of the fund remaining be- 
comes realized profit. 

The element of permanency arises from the purpose of the invest- 
ments, i.e., they are not bought and sold with a view to profit in 
their turnover nor are they held as a temporary reserve to be instantly 
converted into cash. 

In many instances the market price of a bond at a particular 
date may be fixed by a few small transactions which have little 
bearing on actual values, owing to the limited demand, and perhaps 
to an urgent necessity to sell on the part of an unfortunate investor. 
The proper plan of valuing bonds purchased for permanent invest- 
ment is to compute their value with the effective, or actual, rate of 
interest, if held to maturity. The basis to be used is the price at 
which they were originally purchased. 

Bonds are rarely purchased at their par or face value. To make 
the amount of the purchase equal the par value at maturity requires 
an adjustment of accounts. The scientific method of adjustment is 
known as amortization or accumulation and involves a debit or credit 
to interest account at each periodical adjustment of the book value, 
in accordance with the effective rate of interest, on the basis of which 
the investment was made. 

The corporations in whose balance-sheets marketable investments 
play a leading part are insurance companies, banks (more particularly 
savings banks) and trust companies. State laws require that the 
solvency of insurance companies be tested by the adequacy of the 
assets (valuing stocks and bonds at the market prices) to meet the 
present value of policy contracts in force and sundry other liabilities. 
Owing to the abnormal decline in the market values of securities in 
the fall of 1907, and again at the end of 1920, the statements of almost 
all the life insurance companies as at December 31, 1907, and 1920, 
showed startling decreases in surplus as compared with their state- 
ments as at the close of the preceding years. This shrinkage attracted 
considerable attention, and, as the corporate bonds owned (the fall in 
whose market quotations was largely responsible for the shrinkage) 
were yielding the same rate of income as when purchased, there was 
no serious doubt as to the security of the principal of most of them, 
and, as they were purchased to be held until maturity, emphasis was 
given to the question, whether the basis of so-called market value 
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was erroneous or not. These object lessons have resulted in a more 
general appreciation of the advantages of amortization. A profes- 
sional auditor should be fully conversant with the principles of amor- 
tization and should recommend its adoption wherever conditions 
warrant it. 

In preparing a balance-sheet which is to show investment securi- 
ties at their amortized values, it is interesting and advisable to men- 
tion, in a footnote or other suitable place, the market values at the 
date of the balance-sheet. 

If securities are purchased for a definite purpose, such as the 
creation of a fund to retire maturing obligations, the questions both 
of income and of amortization are important. In all cases the auditor 
should obtain a copy of the board minutes or trust deed provisions 
which govern the setting aside and handling of the fund. Any devia- 
tion from the requirements may be important and should be fully 
investigated. Funds representing an insurance reserve should not be 
invested in the property which is insured and may later be destroyed 
by fire. 

If the balance-sheet does not disclose the fund properly, the audi- 
tor must insist on correction. Many corporate officers neglect sink- 
ing-fund and similar requirements if the trustee fails to inquire 
periodically into the transactions of the corporation. When their 
omissions are called to their attention, they point out the excellent 
financial condition of the company and argue that the provisions are 
intended merely to safeguard the bondholders from loss in case the 
company should be unsuccessful, but, since the contrary is the case, 
there is no necessity for the setting aside and investing of a sinking 
fund. 

Many bonds are secured by mortgages on personal property. 
Failure to observe trust-deed requirements occurs most frequently 
where there is a sale of a part of the property pledged under a mort- 
gage. When any is sold, all proceeds of such sales are the property 
of the trustee. Any use of the proceeds by the corporation is con- 
version. 

Therefore, whenever an auditor finds that there has been an is- 
sue of mortgage bonds, he should obtain a copy of the mortgage, 
examine its provisions, and note any failure to observe them. 

It may be that resolutions can be found in the board minutes re- 
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quiring the investment of part or all of the surplus in specific se- 
curities. Observance of this requirement can easily be verified. 


BoNDS AND MORTGAGES.—The auditor should examine carefully 
all bonds secured by mortgages upon real estate, as well as the other 
papers usually filed with them. Formerly such bonds represented 
double the face value of the mortgage. This was the custom because 
the mortgage itself could not be converted into anything but the real 
property, leaving accrued interest, taxes, expenses of foreclosure, etc., 
to be paid. By requiring the mortgagor to execute a bond for a 
sum sufficient to cover all such amounts, the desired protection was 
given. The present practice is to write the bond for the same amount 
as the mortgage. Provisions protecting the mortgagee for interest, 
costs, etc., are inserted in the bond. The mortgage should bear evi- 
dence on its face that it has been recorded; it should appear to be 
regular as to signature, etc., and in a general way it should be identi- 
fied with the description contained in the schedule of assets. 

Insurance and title policies should be submitted to the auditor, 
and as a rule they should be accompanied by certified appraisals by 
disinterested experts. If a mortgage is for a long term, a recent 
appraisal should be found or made. When a mortgage is renewed, a 
new appraisal should be made unless good reasons appear to obviate 
the necessity. 

In some instances canceled or fictitious mortgages have been 
submitted as outstanding or genuine. A clever forger can manufac- 
ture documents which will deceive those more familiar with such 
papers than is the average professional auditor. Fortunately, this 
fraud is not often attempted. Scrutiny by the auditor of all the 
papers and correspondence usually accompanying mortgages, and the 
verification of the original purchase and collections of income and 
principal, should disclose any irregularities. The verification of 
balance of principal should be made by direct correspondence with 
the borrower unless the client does not consent to such confirmation, 
and in that case the auditor should qualify his report accordingly. 
The auditor should ascertain that paid tax bills have been submitted 
to the mortgagees. 

Loans have been made upon the security of mortgage on what 
was alleged to be improved property but was subsequently discovered 
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to be vacant land. For this and other reasons the question of trust- 
worthy appraisals is important. 


Treasury Stock and Bonds 


Treasury stock.—When stock is issued fully paid and is returned 
through purchase or gift to the treasury of the issuing company, it 
is known as “treasury stock.” In verifying the existence and loca- 
tion of treasury stock the same rules should be observed as in case 
of other securities. 

If the state law permits the holding of treasury stock, the acquired 
stock may be reissued. If the state law prohibits holding of treasury 
stock, the acquisition of the stock automatically effects a reduction 
of the capitalization and the stock cannot be legally reissued. 

In states where the right to hold treasury stock is doubtful, 
donated stock is sometimes placed in the names of trustees to be 
held by them subject to the order of the board of directors. 

If stock is purchased by the corporation for resale, cost price is 
the correct basis of book entry. If purchased without specific inten- 
tion to resell and more than par is paid, the premium should be 
charged to surplus. In effect, part of the surplus is paid to the 
retiring stockholder. 

In all cases when there is no definite purpose to resell, the par 
value of the stock purchased should be deducted on the balance-sheet 
from the total stock issued. When the cost is less than par, the 
difference, if not substantial, may be credited to surplus, but when 
the amount is large the credit must be to a special or capital surplus 
account. In such a case nothing has happened to justify a credit to 
earned surplus; on the contrary the only change in the situation is 
that someone is willing to sell stock at less than book value, thus 
discrediting asset valuations. An accurate reflection of the trans- 
action (if the books are to be readjusted) would involve reduction 
of the original property values. 

In most states, if stock is issued for less than its par value, the 
subscriber is liable to creditors for the discount if the corporation 
becomes insolvent. In the absence of fraud the judgment of directors 
as to the value of property or services paid in for stock is usually 
final. It frequently happens that stock is issued for property or 
services, the actual value of which is less than the par of the stock. 
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A part of this stock is then “donated” to the corporation and becomes 
“treasury stock.’ A corporation may ordinarily sell “treasury 
stock’” for any consideration, regardless of the par value. Of course 
any amounts realized from the sale of such stock are capital, and 
care should be taken not to treat the receipts as income on the books 
of the corporation. 

When treasury stock specifically has been purchased for resale 
and the price declines and it appears that the decline is not a tem- 
porary fluctuation, the book value should be written down to market. 
Treasury stock is never a current asset, but it should not appear 
as an asset at all unless it is held for resale; consequently the rules 
applicable to fixed assets do not govern. When applied to tangible 
assets such action may be too drastic, as the decline in the price of 
the treasury stock may be due to poor management or unprofitable 
business. When sales have been made by a seller under compulsion 
to sell for reasons not related to the company whose stock he is 
selling, it cannot be said that values are discredited. Where there 
are willing sellers as well as willing buyers, it is assumed that con- 
sideration is given to book values. 

It is desirable that the number of shares of treasury stock should 
be stated in the balance-sheet. It is information which should be 
revealed. 

A study of hundreds of published balance-sheets shows: (1) 
That treasury stock is so frequently shown as an asset that this 
must be recognized as good accounting practice. (2) Most published 
balance-sheets do not show the number of shares owned and other 
details, which makes it impossible to know what the item means. 
(3) Many of the published balance-sheets which omit the details are 
certified by reputable auditors. (4) The opinions of text book and 
other writers do not conform to the balance-sheets certified by them- 
selves as auditors. (5) It is time to settle a question which is not 
insoluble. 

If treasury stock is acquired by gift, opinions differ as to the 
form of entry which should be made. Because of the legal for- 
malities required to show that the stock has been issued full-paid, 
the best authorities sanction the setting up of the stock as an asset 
at par value, offsetting this entry by the creation of a reserve or 
surplus account which is designated as a capital item, and is clearly 
differentiated from the surplus which arises out of profits or 1s avail- 
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able for dividends. It is never proper to include any part of the 
book value of treasury stock among the current profits or as a part 
of the surplus available for dividends. This does not apply, how- 
ever, if stock has been resold at a profit and the profit is realized 
in cash. As treasury stock is sold or otherwise disposed of, the 
asset account is credited and an adjustment is made between this 
account and the reserve or surplus account for the difference between 
the book value and the proceeds of the sale. 

It would be more accurate to enter donated stock as a credit at 
par to the property or other asset account which was debited when 
the stock was originally issued, and to debit treasury stock. This 
practice has been adopted in certain cases. In setting up the accounts 
on a balance-sheet, treasury stock would be deducted from the total 
stock issued. If any stock is sold at par, no adjustment is necessary ; 
if sold for more than par, the premium received should be credited 
to capital surplus; if sold for less than par, an account called “dis- 
count on capital stock” should be debited. This procedure is not 
permissible under the corporation laws of states which require stock 
to appear as full-paid. Entries which fall short of this requirement 
should not be made without the approval of competent legal advisers. 

Authorities may criticize the practice of setting up book values 
of assets to equal the par of stock issued, but nothing is accomplished 
unless constructive suggestions are made which will show the auditor 
how to display actual values. Fortunately, “no-par” value capital 
stock can now be issued in many states and the necessity for padded 
book entries may be obviated. . 

In the case of no-par value shares properly issued and donated 
to the corporation, treasury stock should be debited for $1 and capital 
surplus credited. Any cash realized from sales should be credited 
to capital surplus, unless the stock originally was issued for property 
and the property was overvalued, when the credit should be to the 
property account. On the balance-sheet the number of shares issued 
should be reduced by the number in the treasury. 

When no-par value stock is purchased at more than original-issue 
price, surplus is in fact depleted and surplus account should be 


debited. As the capital is being reduced, it is proper to debit capital 
surplus with the excess. 


*For a full discussion of treasury stock, see Accounting—T/, 
g teary and 
Practice by R. B. Kester. 2 
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It has been suggested that when no-par stock has been purchased 
for resale it should be deducted from the issued stock at the average 
price at which the entire stock was sold, that any excess cost over 
the average be carried as a deferred charge, and that if acquired 
for less than the average issue price, the difference be carried to a 
reserve. The author does not agree witi this suggestion. 

It is also suggested that when purchased for retirement at a 
cost below issue price the difference be credited to earned surplus. 
The author does not agree with this treatment as there has been 
no realization of any profit. The most that has happened is that 
capital paid out has been less than capital paid in (assuming that 
the capital assets acquired were not overvalued), and the only 
logical place for the excess is in a permanent capital account. 


Unissued capital stock.—The auditor must be careful to distin- 
guish unissued capital stock from treasury stock. Good accounting 
practice does not require any entry in the books of account until 
stock has been subscribed. 

Some accountants are said to regard information about unissued 
stock as important when new funds may be needed, etc. The 
author’s experience has been that the mere right to sell unissued stock 
is an asset of almost no importance, and one that should not appear 
on a balance-sheet, lest it indicate that the stock could be sold. The 
ability to sell new stock is an asset of the highest importance. The 
mechanics of authorizing new stock when it can be sold are trifling. 


Treasury bonds.—When the corporation’s own bonds have been 
purchased the treatment of them in most instances will be similar 
to that for treasury stock. 

If bonds are purchased by the issuing company with the intention 
of reselling them, it would ordinarily be advisable to carry such 
bonds at purchase cost until sold (always stating them separately 
on the balance-sheet), when any profit or loss would be taken up in 
the income account. 

There is a distinction between treasury stock and treasury bonds 
which, in certain circumstances, may warrant different treatment 
of discount, when securities are purchased at less than par and there 
is no intention to resell them. Bonds are a liability, whereas capital 
stock represents proprietorship or equity. It follows that if bonds 
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are bought in at less than their par value there is clearly an increase 
in the stockholders’ equity in the company’s assets. Therefore, unless 
bonds were originally issued for property at an inflated value, it 
would appear proper to credit the discount to surplus account. If 
the bonds were originally issued for property at an inflated value, 
the treatment which has been suggested for discount on treasury 
stock would be desirable. 

Premiums paid when treasury bonds are purchased are charge- 
able to surplus, as in effect they represent compensation paid for the 
use of borrowed capital in addition to the stated rate of interest. 

In the case of foreclosure the treasury bonds might share pro 
rata with the bonds in the hands of the public. When bonds have 
been certified and signed by trustees but have not been sold there 
is no equitable reason why the unsold bonds should participate in 
the distribution. 


Wasting Assets 


Certain assets, such as lumber, the mineral content of mines, etc., 
are in a sense both current and fixed in their nature, but a consider- 
able degree of permanence characterizes them, and, as their con- 
version into cash is a gradual process, they should appear under the 
caption “wasting assets” as a subdivision of “fixed assets.” ? 


Values to be written down.—lIt is obvious that a mine or a 
tract of timber from which ore is being taken or timber removed 
is worth less at the end of a fiscal period than at its commencement. 
Consequently the balance-sheet valuation should be reduced in direct 
proportion to the depletion of the mine or the cutting of the timber. 

There is, however, a decided difference between the necessity for 
providing for the renewal of plant and for making good the diminish- 
ing value of a mine. In one case it must not, and cannot, be 
assumed that there will be no new machinery to buy, whereas the 
owners of a mine expect that the product will be converted into cash 
and become available for distribution as dividends, unless they decide 
_ * The valuation and depletion of wasting assets has required special atten- 
tion in tax matters. Readers who desire detailed information regarding the 


valuation and depletion of mines, oil wells, timber and other natural resources, 


will find an exhaustive treatment in Income Tax Procedure 
! E , 192 
Chapter 38. ae 


’ 
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to retain the proceeds and invest them in other ways. Most state 
corporation laws do not prevent payment of dividends out of capital 
recovered from a mine but the by-laws of the board of directors 
of a corporation may prohibit it. The auditor must acquaint himself 
with the facts of each case. 

The usual method of calculating depletion is to divide the pur- 
chase price or appraised value by the estimated number of units of 
quantity to be extracted. This computation gives the estimated cost 
or value of each unit. The quantity extracted in any stated period 
is multiplied by the value ascribed to each unit, and this gives the 
total depletion allowance for the period. As a simple arithmetical 
calculation, the method has much to commend it. It should not 
appeal to those who put conservatism above accurate accounting. 
As the quantity, the time and costs of extraction all are estimated, 
conservatism is not served by using the same rate for each unit 
extracted during the first year as during the twentieth or fortieth; 
conservatism (not accuracy) calls for heavier allowances during the 
early years than during the uncertain later years. It does not appeal 
to those who contend that under a correct method of computation 
the net charges are less during the early years than during the 
later years. Many’ wasting assets are purchased on careful estimates 
of quantities, life and values; the gross figures are reduced to 
present worth; and the calculations are available so that accurate 
accounting should reflect the details of the transaction rather than 
the average. The average method is erroneous because it ignores 
conservatism, which calls for heavier allowances during the early 
years. It ignores the actual basis of the transaction which reflects 
the constantly reducing cost of carrying the investment. Interest 
is an actual factor in determining present worth, and under accurate 
accounting the gross purchase price would be set up and depleted, 
and the discount would be set up and amortized. 

When a flat purchase price, paid as a result of bargaining or 
of an appraisal, is not based on definite gross figures reduced to 
present worth, the rough and ready average basis is about as satis- 
factory as any other, provided the total quantity and the life are 
understated as much as good practice permits. 

This method, however, does not produce the rate of return on 
investment which is expected. When a coal mine costs $100,000 and 
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is estimated to contain 1,000,000 tons of coal, under the usual method 
of depletion 10 cents is set aside or reserved for each ton mined. If 
100,000 tons are mined each year the annual depletion allowance is 
$10,000. If the net profit is 20 cents a ton after the depletion 
charge and excluding income from the investment of the fund rep- 
resenting the reserve, the profit per annum is $20,000, or 20 per cent 
on the original investment. If all the profits are distributed and if 
the depletion reserve is invested at 5 per cent per annum, the addi- 
tional net income is $500 the second year, $1,025 the third year and 
an increasing amount thereafter. If both the net profits and the de- 
pletion reserve are distributed, there is an increasing rate of return 
each year because of the decreasing net investment. During the 
tenth year the investment is $10,000 and the net income is $20,000 or 
200 per cent on the investment, as against 20 per cent the first year. 

The whole question of the annuity method or any other so-called 
scientific plan for calculating depletion is academic. 

One of the most eminent authorities (H. C. Hoover, Principles of 
Mining, page 44) states that, in the practical conduct of mines and 
mining companies, sinking funds are never established for reinvest- 
ment of the annual depletion allowances in conservative securities. 


1. Mines.—In the audit of mine accounts the auditor should fol- 
low the suggestions relative to land (page 211) so far as title and 
encumbrances are concerned. 

In verifying the accuracy of the value placed upon mining prop- 
erty, the auditor as a rule does not have much to guide him. He must, 
however, keep in mind the fact that as operations proceed value de- 
creases unless development and exploration work disclose new values. 
An analysis of the original cost, taken into consideration with the 
engineer’s estimates of total contents, is a valuable check on the allow- 
ance for depletion. It may not be customary to submit the engineer’s 
records to the auditor, but the latter is on notice that no well-managed 
mining company attempts operation on a large scale unless fortified 
by the scientific calculations of skilled engineers. In recent years 
many valuations have been made for federal-tax purposes. With 
these before him and with the records of production as shown by the 
books, an auditor can reach a reasonable conclusion as to how the 
book valuations have been estimated. If his own figures vary much 
from those in the books, he should investigate further. 
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PRESENT-VALUE METHOD.—The American Institute of Mining 
and Metallurgical Engineers’ Mines Taxation Committee has formu- 
lated the following rule: 

A proper value of a mining property is the present value of the 
prospective net earnings taking into account probable variations in out- 
put and value, discounted by recognized sinking fund methods at a fair 
rate of interest with sinking fund at 4 per cent interest, or by calcula- 
tions by standard annuity methods. ... In lieu of estimated net earn- 
ings, where mining on a royalty basis is customary, royalty prices may 
be used in valuation, taking into consideration the trend of such prices. 

However, as stated on page 250, there is so little practical use for 
this or similar complicated methods that the auditor can ignore them. 
For a discussion of the conflict arising out of the use of the present- 
value method between the United States Treasury and the United 
States Board of Tax Appeals see the author’s Income Tax Proce- 
dure, 1927, Vol. I, page 1083. 


DEVELOPMENT costs.—Development costs may be added to capi- 
tal investment and charged off thereafter as a part of depreciation 
or depletion, or if the items can be held to be proper operating costs 
they may be omitted from the annual deduction and be charged 
directly to maintenance. For the purposes of depletion there may be 
added to the cost of the fee or the lease, in the case of owner or lessee, 
the cost of subsequent improvements and development not charged 
to current operating expenses. 

Oil and gas operators, unlike mining companies, have the option 
either of charging as expense or of capitalizing certain major items. 


2. TIMBER LAND.—lIt is assumed that all timber ventures which 
have reached a stage where an audit is in order are conducted on a 
well-thought-out plan. The quantity of standing timber will have 
been estimated and verified (“cruised”) and, with this as a starting 
point, the auditor can estimate the average depletion charge to be 
made. 

Obviously any attempt to certify results based only on an exami- 
nation of money values is extremely hazardous. The books should 
show quantities as well. If they do not, the auditor should regard the 


books with suspicion. 


“BACK-TO-STUMPAGE’—REALIZATION METHOD.—One_ method, 
applicable to timber-lands, starts with the finished product, and, by 
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eliminating labor, manufacturing expenses (including depreciation 
of plant) and freight from the selling price, determines the net pro- 
ceeds per thousand feet of standing timber. By discounting this 
amount to the valuation date, the element of profit is excluded and 
the balance represents the depletable value of the timber. This 
method is often helpful as corroboration of values ascertained in 
other ways. 

In addition the auditor should determine whether or not a reason- 
able return on the investment can be shown, adjusting both costs and 
investment to reflect the claimed values. 


3. Ort weLts.—The rules for determining values of other wast- 
ing assets are not applicable to oil wells. The original or “flush” 
flow is no criterion of the settled flow, except in a few fields. No one 
knows what will be the life of any well. The auditor who examines 
the accounts of an oil company for the first time should study some 
of the exhaustive special information which is available. Nearly all 
the leading companies issue annual reports containing details of 
operations and valuations. With these as a guide no more difficulty 
will be encountered than in other audits. 


Contingent Assets 


Contingent assets are those which have not been reduced to defi- 
nite money values or assets whose ultimate realization is dependent 
on the occurrence of some future event. If shown on a balance- 
sheet they are not included in the aggregate valuation of the assets. 
In nearly all active business concerns there are claims which are 
in dispute. Taxes may be overpaid or damages may be claimed for 
infringement of patents or for failure to fulfil the terms of contracts. 
A general inquiry will usually discover items of this nature. When 
important enough, mention of them should be made on balance-sheets. 

The auditor rarely discovers any trace of assets which have not 
been mentioned in the books, but occasionally he is fortunate enough 
to disclose assets which, if properly applied, will increase the net 
worth of the business under audit. For instance, there may be 
doubtful accounts written off, securities deemed worthless, and judg- 
ments not finally awarded, which may become valuable. The author 
knows of one instance in which a company obtained a judgment for 
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$33,000 for damages against another solvent company. The item did 
not appear as an asset upon the books. Two appeals were taken and 
won, and after a final favorable decision the claim was paid with 
interest and costs. 


Tax refund claims.—Payments by the United States Treasury 
on account of tax refunds are expected for several years to aggregate 
more than $100,000,000 per annum. Auditors should advise their 
clients to make book records of their claims, so that the matter may 
not be overlooked during the long interval between the filing of the 
claims and their subsequent allowance or rejection. Neither the 
claims nor the allowance accounts offsetting them should appear in 
the balance-sheet. The book record will serve to call attention to the 
running of the statute of limitations and the necessity for instituting 
suit if the tolling of the statute is imminent. 


Capital stock calls and assessments.—In some states a statu- 
tory liability exists on the part of stockholders in business corpora- 
tions for an additional amount equal to the par value of the shares. 
This corresponds to the liability of stockholders in all national banks 
and in some state banks and trust companies. If the possibility of 
such recovery exists, it is an asset which should be taken into con- 
sideration. The credit of a company. incorporated in a state having 
such a law should be strengthened by it, particularly if some or all 
of its stockholders are of recognized financial standing. It is not 
customary to show the statutory liability on balance-sheets although 
it is useful information. The auditor should acquaint himself with 
the facts and consider the advisability of mentioning it. 

In other cases the auditor may find that the capital stock has been 
only partly paid and that the uncalled instalments are neither charged 
to the stockholders in the books nor mentioned in the statements. 
This occurs if the corporation is a close one in which officers and 
directors are identical. The amount callable should be ascertained 
and the probability of collection should be duly considered. 


Liabilities of directors.*—In many states directors are person- 
ally responsible for debts contracted in certain circumstances or in 
excess of certain sums. If there is any possibility of such contin- 


*See Chapter 34, page 763 et seq. 
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gencies, the auditor should refresh his memory as to the laws govern- 
ing corporations of the state in which the company is incorporated, 
or in which it has its principal office, and ascertain whether or not 
the directors have automatically made themselves responsible for any 
part of the indebtedness. This is especially important if an examina- 
tion is being made for creditors. 


Secret Reserves 


After all recorded assets have been considered, and after due 
attention has been given to any assets which have been inadvertently 
or fraudulently omitted from the records, it may be necessary to 
determine why other assets have been intentionally omitted from the 
books or the balance-sheet or both. This does not refer to “con- 
tingent” assets which are discussed on page 252. Assets may exist 
and may be known to everyone associated with an enterprise, but 
instructions from an executive source may result in the entire omis- 
sion of such assets from the published reports of the concern’s finan- 
cial standing, and the assets may not appear on the books of account. 
Or there may be obvious undervaluations of assets which, after being 
so carried for a number of years, are suddenly written up to their 
actual value. 


How secret reserves are created.—As a matter of fact, the au- 
ditor does not find a great many secret reserves, but, if he represents 
stockholders or others who are interested in knowing the full value 
of the assets, he should consider the possibility of the following im- 
proper treatment of accounts or assets: 


1. Systematic concealment of additions to plant or equipment 
through charging the cost to maintenance instead of to asset accounts. 

This practice must be clearly proven, because it is not intended 
to condemn unreservedly the occasional charging off of plant addi- 
tions if the obvious purpose is to be conservative, and if cost is not 
a material factor in the operations of the period. But if it is evident 
that a considerable sum has been expended on improvements and if 
there is no reflection of it in the accounts, the auditor should insist 
on restating the accounts and should bring out clearly the actual 
earnings of the period, even though a special reserve is set up for the 
amount not previously capitalized. 
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2. The creation of excessive provisions for depreciation, bad 
debts, or similar items, unless the fact that the provisions are exces- 
sive is expressed on the face of the balance-sheet. 

This is, perhaps, the favorite method of deceiving minority stock- 
holders when the directors or other insiders wish temporarily to 
understate the earnings as well as the assets. 

It is not intended to condemn at this point the practice of setting 
aside what may appear to be excessive provisions for probable losses. 
In such cases, if the provisions are officially created, the auditor can 
hardly object to the presentation of the accounts as they appear on 
the books. 

The auditor is so accustomed to insufficient provisions of this 
nature that he feels reluctant to criticize liberal allowances, unless 
there is an apparent desire to defraud innocent stockholders. Other- 
wise, he commends the disposition to be conservative and watches 
with interest the final outcome of the allowances. 


3. Understatement of inventory values. 

Inventories should reflect fair values (as explained in Chapters 
8 and 9g), but there is a limit below which valuations cannot be 
reduced, unless the circumstances of the reduction are stated on the 
face of the balance-sheet. 

This rule is of great importance, because while allowances stand 
out to a certain extent and grossly excessive allowances are apparent 
if an inventory is undervalued, no one unacquainted with the fact 
is able to detect the fraud, no matter how carefully the balance-sheet 
is analyzed. If there is an honest desire to be ultra-conservative and 
to write something off the inventory after it has been properly valued, 
it should be accomplished by creating an “allowance for possible loss 
on realization of inventory” and setting up the provision on the 
balance-sheet, with a footnote stating that the inventory itself is 
not excessive. 

If those responsible for balance-sheet valuations wish to write 
down the inventory, but do not wish the fact to be reflected in the 
balance-sheet, the auditor is put on notice that an attempt is being 
made to deceive someone. The lack of a good reason for concealing 
the truth is prima-facie evidence of dishonesty and the auditor 
should act accordingly. 
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4. Secret writing down of assets. 

The circumstances surrounding the writing down of assets must 
be carefully investigated. So many assets are overvalued that it 1s 
usually refreshing when an auditor discovers a willingness to write 
down overvaluations out of profits. Sometimes, however, such ad- 
justments have been so stated as to conceal their true import and 
minority stockholders have been unfairly handicapped. 

In all cases the full earnings of a period should be shown, and 
if it is desirable to write off assets, such as goodwill, or to write 
down overvaluations, the items must appear as extraordinary deduc- 
tions and not as applicable solely to the period under review. If 
the accounts are so stated, no fault can be found with them. A 
stockholder who does not understand accounts may look at the final 
figures and form an erroneous conclusion as to the actual profit of 
the period, but, if there is no attempt to deceive and if the accounts 
are clearly set forth, the stockholder is simply suffering the penalty 
of his ignorance. 


5. The overstatement of liabilities. 
When contingent liabilities are set up the offsets may be assets 
of equal value. Ordinarily liabilities are not over-stated. 


REASONS FOR UNDERVALUATIONS.—There does not appear, from 
an accounting standpoint, to be any justification for flagrant under- 
valuations in any circumstances; but as the practice has supporters 
among some very reputable financiers, it is at least proper to examine 
the arguments used in support of secret reserves. The principal 
argument is that stockholders are notoriously hungry for dividends, 
and that a surplus available, in the stockholders’ opinion, for divi- 
dends but not so distributed, reflects no credit whatever on the man- 
agement. On the other hand, if the profits of the good years are 
all divided so that when the inevitable poor year arrives the dividend 
must be passed, there is bitter criticism. Some boards of directors 
think that stockholders as a class must not have full information for 
their own good; therefore, in order to avoid criticism, the profits 
of the good years are not fully disclosed and dividends are continued 
through the unprofitable periods. 

Banks and trust companies assume this patriarchal attitude more 
frequently than do industrial corporations. Perhaps there is some 
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justification for this practice on the part of banks whose stock- 
holders are rarely changed and whose dividends are largely needed 
for living expenses. 

There can be little objection to writing down the value of the 
banking house and equipment to a nominal amount. Except in a few 
localities, bank buildings and bank furniture are not assets which 
can be sold to pay depositors. The building occupied by a failed 
bank is not an attractive place for another bank to buy and occupy, 
and it is seldom suitable for anything else. It may be proper, there- 
fore, for a bank to write down its property account to the actual 
value of the land and the auction value of its furniture, vaults, etc. 
This is a secret reserve on the basis of a going business; but as 
banks publish frequent statements of their assets, no one who owns 
stock and desires to ascertain the book value of the stock need be 
deceived. 

Of course, if a bank's premises are also occupied by tenants who 
pay remunerative rentals, this fact should be taken into considera- 
tion in writing down the book valuations. It might be fair to assume 
that, if a sudden demand for funds were made and it became neces- 
sary to sell the building, a price could be immediately realized which 
would represent the capitalized valuation of the property, assuming 
that the bank’s own quarters would not yield any return. 


LIMITATIONS ON UNDERVALUATIONS.—There are few, if any, 
other classes of enterprises where there is any justification for writing 
down the cost or value of assets in order to provide a secret reserve 
to be held in abeyance to pay dividends on a constant basis. The 
stockholders of industrial corporations do not have as good an oppor- 
tunity of forming an opinion upon published balance-sheets as do 
the stockholders of banks. ‘They must rely on the accuracy of the 
amount which is reported as the net income for the period. Such 
stock changes hands more frequently than bank stock. 

It is apparent that a stockholder who desires to sell and fixes a 
price upon his stock based upon the reported earnings of the last 
period is at a great disadvantage as compared with a prospective 
purchaser of his stock who knows that the full earnings were not 
disclosed by the report, and that a part of the profit was diverted to 
a secret fund which it is proposed to use subsequently to bolster up 
any unusually unprofitable period. 
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It has been argued that good faith on the part of the manage- 
ment should be the sole test of whether or not such transactions 
are acceptable enough to a professional auditor to warrant his certi- 
fying a balance-sheet and income account in which they appear. 


The auditor’s position—An auditor can give advice, but he 
cannot control the action of a board of directors, nor in this country 
does he often communicate directly with the stockholders of a cor- 
poration. What should he do when he is asked to certify a state- 
ment which, he believes, contains all the facts and figures which 
the board of directors, acting for the stockholders and for their 
interests, think they should have, but conveys a false impression be- 
cause the profits are understated owing to the creation of a secret 
reserve? 

The auditor who finds himself in such an uncomfortable situation 
has only one course to pursue. He should send in his report setting 
out the true facts as he has found them and commenting upon the 
asset valuations of which he cannot approve. The directors cannot 
publish the report as it is rendered without disclosing the existence 
of the secret reserve. If they do not publish the auditor’s report, 
but put out an uncertified balance-sheet or a garbled report, the 
auditor can do nothing at the time, but 1f again asked to serve, either 
he should come to a satisfactory understanding as to the details of 
publication or decline the engagement. 

It might not be a bad idea to urge every stockholder proposing 
to sell his stock to call for a professional auditor’s report upon the 
accounts and affairs of the corporation before the sale is consum- 
mated; but, unfortunately for professional auditors, the value of 
their certificates is not yet known by the majority of investors. 
When a man buys a horse he wants it examined by an expert on 
horses, so he calls in a veterinarian. The same man knows less about 
accounts and values than about horses, but he does not think of 
calling in an expert on values or accounts when he buys or sells a 
share of stock. He has heard about the value of the services of a 
veterinarian since his childhood, but he does not know that the ab- 
sence of an auditor’s certificate from a balance-sheet may indicate 
that the assets shown in it are improperly stated and that if he decides 
to sell because the business does not appear to be as prosperous as he 
thought it would be, his action is exactly in accord with the intention 
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of the “insiders,” who promptly buy out all those who have become 
discouraged. 

The fact of the matter is that an auditor is taking big chances 
when he approves a balance-sheet which conceals or understates 
assets. Good faith may be only apparent; the real purpose of the 
management being to buy the interests of the misinformed. 

In no event, however, should an auditor certify a balance-sheet 
from which any asset has been omitted entirely. The arguments in 
favor of an undervaluation are weak enough, supported as they are 
by the general assertion that the item speaks for itself in the balance- 
sheet; but there can be no argument at all to support the complete 
omission from the asset side of the balance-sheet of any item of 
property, tangible or intangible, which has or may have a market 
value. 

The auditor who knowingly certifies to such a statement might, 
under certain circumstances, be held responsible, and money dam- 
ages might be recovered from him by a stockholder parting with his 
stock on the basis of the balance-sheet figures. Such an action would 
be founded on a charge of deceit or fraud according to the circum- 
stances of each case. 
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In a balance-sheet audit nothing is more important than to ascer- 
tain whether or not all the liabilities appear and are properly stated. 


Determination of liabilities——In the audit of assets the element 


of opinion is an important one. 


Values depend on estimates ; 
mates are based on opinions and the exercise of judgment. 


esti- 
In the 


audit of liabilities the element of opinion is negligible because most 


liabilities are fixed and definite in amount. 


There may, of course, 


be contingent liabilities, such as unfavorable open contracts and law- 


suits, but these items are usually susceptible of verification. 


The 


chief difficulty regarding liabilities lies in their ascertainment; there 
is no such difficulty in determining the exact amount of a liability 


as there is in the case of any assets other than cash. 


An account 
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receivable believed to be good is frequently bad; the entire aggregate 
of accounts payable (in a going business) must be paid in full. 
The items on the liability side of the balance-sheet which must be 
determined are few in number. Some hold that the term “value” or 
“inventory” is not properly applicable to liabilities; others hold that 
the word “inventory” may be applied to liabilities. Irrespective of 


terminology, all liabilities which can be determined should appear 
in the balance-sheet. 


Distinction between liabilities and capital—Exclusive of re- 
serves, there are three classes of items on the credit or right-hand 
side of the balance-sheet, viz., (1) liabilities, (2) capital and (3) 
items which are liabilities or capital, according to circumstances. 

The effect which the application of certain items may have on 
the financial statement of a concern and its virtual solvency or insolv- 
ency in relation to general creditors is indicated by the illustrations 
given below. 

In some cases credit balances may appear in the statement as 
capital when they are actually liabilities. In other instances such 
balances may appear as liabilities when by reason of having been 
subordinated or for other causes they are really capital. 

It seems almost incredible that such should be the case but it is 
true. In one case a corporation on its books annually credited all of 
its earnings to the personal accounts of its stockholders; the latter 
dealt with the book credits as dividends received, and paid income 
taxes on them. In all published balance-sheets and in statements to 
mercantile agencies the stockholders’ credit balances were shown as 
surplus—not as liabilities. The capital stock was $10,000; the so- 
called surplus was $800,000. It was held that the stockholders did 
not rank as creditors. In many cases debts due to stockholders are 
specifically subordinated to the claims of all creditors past, present 
and future. In other cases securities are issued which on their face 
are debts but are so restricted in their remedies that they should be 
classed as capital. Assessments paid by stockholders, carried on the 
corporation’s books as loans, will be held to be capital if the facts 
disprove the entries on the books. In the case of an issue of so- 
called debenture bonds, the maturity date is 1990; interest is payable 
only when declared by the directors and is not cumulative; by express 
language no claim can be made for principal or interest at any time 
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when there is any obligation, direct or contingent, to others. The 
holders of the “bonds” are creditors only so far as the stockholders 
are concerned. The full amount shown to be due to the “bond” 
holders is at the risk of the business and ranks as capital so far as 
creditors and prospective creditors are concerned. These conditions 
illustrate the third class mentioned above. 


SUBORDINATED DEBTS.—The purpose of the subordination of obli- 
gations is to protect creditors and to improve the financial showing 
of the concern affected. Auditors are competent to analyze the gen- 
eral features of subordination agreements, but when there is any 
doubt, and when such questions as publication and recording arise, 
the opinion of lawyers should be obtained. When the fact of subor- 
dination is established, full effect must be given to it in the balance- 
sheet, otherwise most and sometimes all of the intended effect will be 
lost. The inclusion of subordinated items in accounts payable, even 
though an explanatory note appears, is not the proper form of state- 
ment; subordinated claims or debts should be separately stated next 
preceding capital items. In the case of general partnerships there 
can be no liability to any partner. So-called loans from the partners 
are not debts. For the purpose of interpartnership accounting they 
may be so treated in the books of account, but in published balance- 
sheets all the partners’ accounts, debit and credit, should be merged 
in one, and set up as the net capital of the partnership. 

In the case of so-called limited partnerships the relationship of 
debtor and creditor between the partnership entity and individual 
partners may or may not exist, depending on the facts and on state 
laws. If the subordination is of a temporary character the limitation 
should be clearly shown. In one case it was contended that an agree- 
ment to subordinate the debt due to a large stockholder might be with- 
drawn at any time, and new creditors might lose the benefit. The 
author suggested that the subordination agreement be made irrev- 
ocable and lodged with one of the federal reserve banks. The sug- 
gestion was found to be feasible and was adopted. 


Position of auditor.—The auditor who limits himself to an ex- 
amination of the formal books of account in making an audit is 
preventing himself, in many cases, from being of constructive value, 
and in other cases he is approaching the domain of liability in money 
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damages for negligence in not doing all that a skilful and experienced 
auditor should do. It is conceded that when an auditor assumes to 
investigate matters which are not in the books he is opening up a wide 
field, perhaps a troublesome one to cover; but it may as well be ad- 
mitted that the ordinary checking of books, and the subsequent bal- 
ance-sheet prepared therefrom, are about as valuable to the banker 
or other creditor as the information which the borrower can and does 
furnish himself. 


Classification of liabilities—rThe liabilities on a balance-sheet 
consist of three main groups: (1) current, (2) long-term, (3) con- 
tingent. These several groups include the following accounts or 
classes of accounts : 


1. Current Liabilities: 

(a) Accounts, notes and acceptances payable which are 

| due within approximately one year from the date 
of the balance-sheet. 

(b) Bonds and mortgages: instalments of serial issues 
which are due within approximately one year from 
the date of the balance-sheet. 

(c) Accrued liabilities (including “reserves” which are in 
reality liabilities and not merely segregations of sur- 
plus), such as wages, salaries, expenses, taxes, etc. 

(d) Deposits which may be withdrawn on demand or 
within one year from the date of the balance-sheet. 

(e) Deferred credits for income collected in advance which 
will be earned during the next year. 

2. Long-Term Liabilities : 

(a) Bonds, mortgages, notes and any other obligations not 
due until more than one year from date of balance- 
sheet. 

(b) Deposits which by agreement may not be withdrawn 
in less than one year from the date of the balance- 
sheet. 

(c) Deferred credits for income which will not be earned 
until after one year from date of balance-sheet. 

3. Contingent Liabilities : 
Indorsement on notes receivable discounted, gtiarantees and 
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suretyships, disputed claims (whether or not in litiga- 
tion), possible losses on purchase, sale or other uncom- 
pleted contracts, etc. 


CuRRENT LIABILITIES.—While the term “current” is somewhat 
elastic when used to designate short-term liabilities, it may be said to 
include all those liabilities which are payable within a period of ap- 
proximately one year from the date of the balance-sheet. Sometimes 
the word “floating” is used to describe the indebtedness due in less 
than one year. In many bond issues it is stipulated that the term 
current liabilities shall include “all obligations” maturing within one 
year from the date of the balance-sheet. 

Accrued liabilities are those which have been determined but are 
not due at the date of the balance-sheet. Interest, dividends, taxes, 
etc., falling in this class are usually stated separately. Accrued liabili- 
ties almost invariably are current liabilities, and it is important that 


they should not be included in so-called reserves, as if their Lege 
were doubtful or contingent. 


INFORMATION BANKERS REQUIRE.—Bankers extend credit to 
trading concerns, not to furnish additional capital, but to assist 
them to carry stock-in-trade or accounts receivable, at. their busy 
season; and they expect to have the borrowings repaid or materially 
reduced during the dull season. Therefore the balance-sheet of a 
trading concern is always scanned closely by the banker to deter- 
mine the proportion of current assets to current liabilities, and he 
calculates the time within which the stock-in-trade should be con- 
verted into cash. It may be that the concern has contracted to pur- 
chase large quantities of goods which have not been received, and 
these contracts may call for large cash payments within a compara- 
tively short time. Furthermore, the contracts may have been made 
on a declining market, and the goods to arrive may cost more than 
would have been the case if not contracted for in advance. This 
information does not appear on the regular books of account, but 
is it not the kind of information which the banker requires to enable 
him to make up his mind as to the desirability of the risk, and is 


it not the kind of information which an auditor should seek in order 
to be of substantial value to his client? 
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RULES WHICH GOVERN LOANS.—The following rules relative to 
the borrowing and lending of money were prepared by very able 
authorities : 


1. The purpose for which the borrowed money is to be used 
should produce a return greater than is needed to pay the 
debt. 

2. The length of time the debt is to run should not exceed the 
productive life of the improvement for which the money is 
borrowed. 

3. Provision should be made in case of long-time loans for the 
gradual reduction of the principal. 


LONG-TERM LIABILITIES.—Long-term liabilities are also called 
“funded debt.” Funded liabilities or debt has been defined as “all 
debt which by the terms of its creation does not mature until more 
than one year after date of creation.” } 

There are several reasons for separating the funded debt from 
the current liabilities. In the case of the latter, the lender expects 
the debt to be liquidated from the current assets. The funded debt, 
however, is not expected to be discharged from the current assets. 
The loan has been made on the strength of the earning power of 
the business and is most often secured by a lien on the fixed assets. 
Even when a sinking fund is created for the gradual liquidation of 
the debt, such liquidation extends over a period of years and con- 
tributions to the fund are expected to be made from future earnings 
(or conversions of wasting assets into cash in the case of mines or 
timber) and not from the conversion of present current assets into 
cash. 

Capital liabilities theoretically have been created and are available 
for investment in capital assets. But no such distinction is usually 
drawn and expenditures are made out of any available funds. Some- 
times funds are raised and are earmarked for capital purposes, as 
in the case of construction funds, etc. The term includes capital 
stock and long-term securities, but does not include current liabilities, 
i.e., those which fall due within one year from the date of the balance- 
sheet, even though such current liabilities have arisen out of capital 
expenditures. 


1 Public Service Commission for the First District of the State of New 
York. 
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Under present practice serial instalments or total issues due 
within one year should be treated as current liabilities. When 
renewals are at the option of the borrower and when refunding 
arrangements have been concluded, the auditor may use his discre- 
tion as to notations on the balance-sheet. 


AccouNTS PAYABLE.—The term “accounts payable” includes all 
debts and obligations due and not due which are not evidenced by 
notes, bonds, acceptances or other specific promises to pay, which 
in themselves recognize the debts due to others. The term includes 
all debts due on open account for operating and capital purposes as 
well as for accrued expenses, interest due or accrued, and taxes due 
or accrued. Accrued items are usually grouped under a separate 
caption, “accrued liabilities.’ Amounts received in advance for 
goods not shipped, advance rentals and similar items should appear 
separately. It may be that cash is not to be paid on account of these 
items, but it must be assumed that the accounts will be liquidated 
in due course by the transfer of goods, services or other adequate 
consideration. When it is known that payment in cash or other 
property will not be made within a year, long-time obligations may 
be separated. Long-time liabilities need not be deducted from the 
gross assets to ascertain net current assets. 


PROPER CLASSIFICATION.—The auditor cannot foresee the use to 
which a balance-sheet may be put, so it is always his duty to use 
plain terms and so to classify the liabilities that any pertinent question 
which arises in the mind of an interested person may be answered 
without the necessity of a special examination for each question. 
It is not enough to state the aggregate of the debts of a firm or 
corporation, unless it is to be understood that all consist of open 
accounts payable, incurred in the regular course of business, not 
due, for which value has been received. If various classes of debts, 
incurred in other than the regular course of business, are included 
in one sum, it is impossible for anyone not familiar with the facts 
to express a comprehensive opinion upon the financial position of 
the concern. 

For instance, it may appear that a firm has assets amounting 
to $1,000,000, consisting chiefly of accounts and stock-in-trade, and 
has accounts payable amounting to $250,000. If the latter are not 
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due, it is fair to infer that the accounts receivable and merchandise 
stock can be liquidated quickly enough to pay the obligations as they 
mature. But suppose it is shown that some of the accounts payable 
are long overdue; that the accounts receivable are very slow; that 
the merchandise stock is selling poorly; and that cash receipts are 
being used to pay wages and similar expenses—does this make a 
favorable showing in the eyes of a banker who may be considering 
the advisability of extending credit? 

Of course a firm in such a condition may deserve the confidence 
of a banker, and there may be ample security for a reasonable amount 
of credit, but no auditor is justified in merely stating the bald facts 
as shown. If the auditor does not feel warranted in adding a few 
words of comment to convey unequivocally the fact that the assets 
are not readily realizable and that the accounts payable are long 
overdue, then his point of view is far away from the author’s. 


ITEMS OMITTED.—It is a reasonable assumption that no balance- 
sheet prepared within, say, twenty days of a certain date, exhibits 
every liability of that date. Concerns which maintain an inflexible 
order system, whose books are not closed until every order issued is 
represented by a purchase invoice, are not excepted. It is always 
found that someone has ignored the rules and ordered something for 
which a liability exists, and it may be that a liability has been incurred 
for an expense which does not require an order, such as long-distance 
telephone calls or lawyers’ bills. Taxes concerning which little is 
known may be accruing; or goods may not have been delivered to a 
customer because he has refused to accept them, and return freight 
charges and storage may have accrued. The best the auditor can do 
is to schedule all the liabilities to which he can find the slightest clue. 

So many balance-sheets are issued which fail to include all liabili- 
ties that the author feels justified in discussing the matter fully, 
in order that the student may have the benefit of accumulated ex- 


perience. 


Trade creditors.—The amount due to trade creditors may not 
be the largest item of the liabilities, but it is clearly the most impor- 
tant to verify. The notes payable outstanding may be larger in 
amount, but the proceeds of them were presumably used to discharge 
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trade debts, and the item loses none of its importance because the 
balance is small. 


CREDITORS’ STATEMENTS.—Statements from creditors are valu- 
able in verifying the amount due or claimed to be due, and, if the 
time permits (it usually does not), the auditor can do no better than 
to request a statement from everyone with whom the concern may be 
supposed to do business. Even then someone from whom a purchase 
had been made may be forgotten, and the invoice may be omitted 
from the books and the fact concealed from the auditor. 

There have come to the author’s attention several cases of defalca- 
tions which arose through erasing the names of the payees on checks 
and inserting the name of the defaulter. In such cases it is quite 
possible that a request for statements from creditors and a compari- 
son of such statements with the ledger accounts would have brought 
the defalcation to light. 


. 


SUPPRESSED INVOICES.—Most concerns keep order and receiving 
records of some description. The auditor should compare the en- 
tries in these records during the period next preceding the balance- 
sheet date with the purhase journal or voucher record, to ascertain 
if the purchases indicated are entered. All entries need not be 
checked. It is necessary to test only enough of the work to satisfy 
one’s self that no invoices have knowingly or unknowingly been 
suppressed. 

If an audit is not completed until more than a month has elapsed 
after the closing date, the voucher record should be scrutinized to 
ascertain if any invoices, entered subsequently, belong to the prior 
period. 


TRREGULAR ITEMS.—The open accounts on the ledger should be 
compared with the schedule of accounts payable. It should be ascer- 
tained that the balances represent specific and recent items only. If 
not the auditor should find out why not. If any account does not 
look regular in every way, the creditor’s statement should be pro- 
cured. If it cannot be found, the auditor should ask for a duplicate. 
If told that the creditor does not send statements, the auditor should 
demand that one be procured. This excuse is often made, but almost 
invariably it follows an inquiry relative to a disputed account and 
the ledger shows a less amount to be due than is claimed. Nearly all 
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business houses do send statements either on a fixed day each month 
or as bills fall due. The author has never heard of a refusal to 
furnish either a duplicate or a memorandum of the amount due at 
any stated time. 


Tests.—As a test, the auditor should call for certain statements 
in every audit, even if none of the accounts appears to be irregular. 
Disputes regarding discounts, allowances, returns, etc., occur so fre- 
quently that it may be the auditor’s only source which is available to 
test the accuracy of the purchase records. 

The totals of the expenses for the last month and of the various 
sections of the expense accounts should be compared with the corre- 
sponding totals for the previous period. Abnormal differences should 
be investigated, as they may lead to the discovery of unrecorded 
liabilities. 


ORDER AND RECEIVING BOoKS.—An inspection of the order and 
receiving books is important because it may disclose receipts of goods 
at or before inventory time, the invoices for which are not entered, 
and the reason given for the omission may be that as the goods were 
received late it was not considered worth while to add them to the 
inventories, or to pass the invoices through the books until after the 
closing date. If this practice involves a few items of small amount 
only, it is not worth condemning, but if the quantities and amounts 
are relatively large, the auditor must add the goods to the inventory 
and the amounts of the invoices to the accounts payable. 

When examining the receiving and other records for evidence of 
purchases not represented by entries in the books, it should be remem- 
bered that the date of an invoice may not represent the date of ship- 
ment. The practice of “dating” (i.e., dating an invoice forward to 
some future time) is not at all uncommon, 


GOODS RECEIVED FOR NEW SEASON’S OPERATIONS.—In many cases 
balance-sheets are made up at a time when there is supposed to be a 
“clean up.” Inventories should be at the lowest point of the year. 
It sometimes happens that goods ordered long in.advance to be used 
in succeeding periods have been received prior to the inventory date. 
In some cases, auditors have consented to add a footnote to the bal- 
ance-sheet stating some of the facts and have omitted the aggregate 
purchase price of the goods received. Concerns are ill-advised when 
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it is assumed that such a footnote creates a more favorable impression 
than the inclusion of the goods in the inventory and the liabilities in 
the accounts payable. There is no objection to segregating the in- 
ventory of these purchases from other items if it is deemed to be 
desirable. An auditor is never justified in omitting a reference to 
the facts. So long as reference must be made, it is better to incor- 
porate the items in the usual groups and to obviate the need for 
special reference. 

The argument that certain concerns always have concealed such 
information and therefore, should be allowed to do so is equivalent 
to saying that because concerns wanted to make good statements 
which omitted material facts the auditor should be easy with them, 
and only be strict with those who are willing to disclose all impor- 
tant facts. After all, the goods are on hand, the liabilities exist, and 
any auditor who makes no reference to them is not presenting a full 
statement of assets and liabilities. 


TRADE AND CASH DISCOUNTS.—It is assumed that the ledger bal- 
ances represent the amounts due after trade discounts have been 
deducted but before cash discounts are taken into consideration. 
Trade discounts should not appear on the books of account; as they 
are direct deductions from list prices, they should be deducted before 
entry of the purchase invoices to which they apply. The practice 
with reference to cash discounts, however, is not uniform. Some 
concerns take advantage of every cash discount and make the deduc- 
tion immediately upon receipt of the invoice and before it is entered. 
Where this is done the auditor need not hesitate to pass the accounts 
as they stand, but where the deductions have not been made, the 
auditor should be governed by the size of the discounts. Where the 
allowance is 2 per cent for payment within ten days, or where the 
rate is lower, the amounts due should be taken at their face value. 
This gives the period following the balance-sheet date the benefit of 
the earning, but it is not out of proportion to the cash required and 
the expense of salaries, postage, etc., incurred. On the other hand, 
if the allowance is more than 2 per cent for prepayment, and if the 
concern has ample funds to pay all maturing accounts, it may reason- 
ably be urged that the earning belongs to the period preceding the 
closing of the books. For instance, an invoice for $1,000 may be 
dated June 23rd, “thirty days net, 3 per cent ten days.” It can hardly 
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be urged that on June 30th the liability will be more than $970, pro- 
vided the cash balance indicates that advantage will be taken of the 
discount. 

If the auditor desires to adjust the accounts in accordance with 
this suggestion, it is necessary only to note the actual deductions, 
according to the cash book, during, say, the first half month succeed- 
ing the balance-sheet date, allowing for any possible items arising out 
of new transactions. This obviates the necessity of calculating the 
amount in detail. 

As a matter of general practice an auditor does not care to take 
advantage of this opportunity to reduce the liabilities, as there usually 
are possible deductions from assets which more than offset the 
amount; but if the greatest exactness is required, or if there is any 
evidence of an intention to understate the net worth of a concern 
by undervaluing the assets, it may be necessary to insist on a precise 
statement of the habilities. Or again, a concern doing a very large 
business, such as a department store, may allow no cash discounts 
to customers but may exact them from its creditors. In such a case 
the adjustment suggested may make a material change in the balance- 
sheet. 


Liabilities for goods received on consignment.—lf the busi- 
ness under audit is one in which there is a possibility that part or all 
of the goods received on consignment have been sold and that no 
liability for them has been recorded in the books, the auditor must 
use due diligence to ascertain the truth. It is known that concerns 
have sold and collected for consigned goods without making any 
record of the liability until payment was made. This may occur 
when owned and consigned stock-in-trade are mingled and a general 
sales account is credited as sales are made. There may be no inten- 
tion to deceive, because consignment accounts are usually treated as 
memoranda only. 

If inquiry reveals that goods have been received on consignment, 
the auditor should call for all the records. If the goods have all been 
sold, the consignor’s account should show the full amount due and, if 
the debt is a current one, the amount should appear among those due 
to trade creditors. 

If it appears that the consigned goods are partly sold and partly 
on hand, a memorandum or “pro-forma”’ account should be made 
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up for the part of each lot sold but not yet reported. The net pro- 
ceeds due to the consignors should be entered as a liability in the 
account, “accounts payable consignors.” As some time may elapse 
before payment, it is not necessary to include the aggregate among 
the trade creditors’ accounts, except as a liability accrued but not 
due. When the books are reopened, the entries for uncompleted 
consignments should be reversed. 


Liabilities to customers.—In addition to segregating credit bal- 
ances in customers’ accounts, which must be set up as direct liabili- 
ties, it will be necessary to provide for adjustments which must be 
treated as liabilities in case customers’ accounts have been collected 
in full, but there are outstanding guarantees, rebates for quantity 
purchases, etc. Goods which have been returned for free repairs 
must be provided for by something more than a contingent reserve. 

See the discussion under deferred income, page 286. 


Notes payable.—It is usual and desirable to divide the aggregate 
of notes payable into: 


. Notes issued for merchandise. 

. Notes discounted by client’s own banks. 
. Notes sold through brokers. 

. Demand loans. 


BW NH 


A further separation which is most desirable, is: 


1. Notes accompanied by collateral. 
2. Notes not accompanied by collateral. 


When notes are secured by collateral, the auditor should verify 
the existence of the collateral by correspondence with the holders. 


VERIFICATION OF OUTSTANDING NOTES.—A list of the notes pay- 
able outstanding should be prepared, preferably by the client’s em- 
ployees. This list should include the dates of the notes, the due 
dates, names of creditors, names of additional indorsers and spaces 
for the details of collateral hypothecated and the amount of the 
accrued interest to the date of the audit. The items on this list should 
be compared with the notes-payable record and the total reconciled 
with the ledger account. When loans are authorized or approved 
in the minutes of the directors’ meetings, in a balance-sheet audit 
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the outstanding loans, and in a detailed audit the loans during the 
period, should be compared with such authorizations or approvals. 

It is customary for the auditor to establish the correctness of 
the liability appearing on the books for notes given to secure loans 
from banks or for notes secured by collateral, by procuring written 
confirmation from the holders of the notes. In the case of notes 
secured by collateral, the confirmation also serves to verify the cor- 
rectness of, and accounting for, the collateral. In the case of 
mercantile and manufacturing concerns the notes held by banks can 
usually be most conveniently confirmed simultaneously with the bank 
balances, especially as the auditor in all cases should ask each bank 
with which the concern under audit is or may be doing business what 
obligations it holds which the concern may have to pay. In the case 
of stock-brokers, independent confirmation of notes and bank balances 
is found more convenient. 

Following are forms of confirmation requests which have proved 
serviceable in practice. The auditor generally has the client send 
out the requests on the latter’s letterhead, except in confirming loans 
payable of brokers, when a special form is used. When notes have 
been sold through note-brokers, the request for confirmation of the 
notes outstanding is sent to the brokers through whom the notes 
were sold and not to the banks to which the brokers may have sold 
the notes. 

ForRM FOR CONFIRMING COLLATERAL LOANS 


(Name of Bank) 
(Address) 


Dear Sirs: 
Please confirm to our auditors, Messrs. Lybrand, Ross Bros. & Montgomery, 
110 William Street, New York, using the enclosed envelope, the following state- 
ment of your loan to us, and the collateral held by you at the close of business 
to-day, and oblige, 
Yours truly, 
(Signature of Client) 


Date of 
US ofshates sceatectcrnaeaeies-C CRERENC DUO Mice, anon pote nee Amit hear saeicett acacia tts 


COLLATERAL 


The above statement is correct 
(Signature of Bank) 
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LETTER FOR CONFIRMING BANK BALANCES WHEN CLIENT’S BOOKS SHOW 
NOTES PAYABLE HELD OR NOTES RECEIVABLE OR ACCEPTANCES UNDER 
DISCOUNT BY THE BANK. 


(Name of Bank), 
(Address) 


Dear Sirs: 


Our auditors, Messrs. Lybrand, Ross Bros. & Montgomery, 110 William 
Street, New York, are now making their regular audit of our accounts. They 
desire to confirm our balance on deposit with you, which on (date) was 
Se ee set At thatedates weralso had= Saeeqaeree ried of our own notes 
Bri! Qeacmoo odor of customers’ notes and acceptances under discount with you. 

Will you please confirm the above amounts direct to our auditors, giving 
full particulars as to collateral held, if any. A stamped envelope is enclosed 
for your reply. : 

Yours truly, 
(Signature of Client) 


LETTER FOR CONFIRMING BANK BALANCES WHEN CLIENT’S BOOKS DO NOT 
SHOW ANY NOTES PAYABLE HELD OR NOTES RECEIVABLE UNDER DIS- 
COUNT BY THE BANK. 


(Name of Bank), 
(Address) 


Dear Sirs: 


Our auditors, Messrs. Lybrand, Ross Bros. & Montgomery, 110 William 
Street, New York, are now making their regular audit of our accounts. They 
desire to confirm our balance on deposit with you, which on (date) was 

Will you please confirm the above amount and at the same time state 
to our auditors that on the date mentioned you held no notes or drafts signed, 
accepted, endorsed or guaranteed by us. A stamped envelope is enclosed for 
your reply. 

Yours truly, 
(Signature of Client) 


LETTER FOR CONFIRMING NOTES PAYABLE SOLD THROUGH NOTE-BROKERS 


(Name of Brokers), 
(Address) 


Dear Sirs: 


Our auditors, Messrs. Lybrand, Ross Bros. & Montgomery, 110 William 
Street, New York, are now making their regular audit of our accounts. They 
wish to confirm the amount of notes sold through you and outstanding on (date) 
which is shown on our books as $............ 

Will you please confirm the correctness of the above amount, using the 
enclosed stamped envelope for your reply, and oblige 

Yours truly, 


(Signature of Client) 
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It is not customary to confirm outstanding notes which were 
issued for merchandise or equipment purchases, although it is 
occasionally done. It is not uncommon to find outstanding notes 
which were not shown as liabilities on the maker’s books of account. 
If, therefore, the auditor has any reason whatever to question the 
correctness of the liability shown on the books for notes held by 
trade creditors, he should not hesitate to suggest to the client the 
need for obtaining confirmation from those who may be holding 
such notes. 

Whether trade notes are confirmed or not, the balance of the 
notes-payable account should never be accepted as correct without 
ascertaining that it is made up of specific notes and that it includes 
all the notes shown by the notes-payable book or other detailed 
record to be outstanding at the date of the balance-sheet. 


CONCEALMENT OF NOTES PAYABLE.—It may safely be said that, 
if deception is intended, so far as the concealment of liabilities is 
concerned it is more likely to be found in notes payable than in 
accounts payable. The latter are usually indicated by invoices, and 
any attempt to conceal attracts suspicion on the part of the office 
staff. It is comparatively easy, however, to discount notes, secrete 
the proceeds, and make no entry for them on the books. This omis- 
sion is more difficult to detect, and probably occurs more frequently, 
in single-entry than in double-entry books. 

The point is of special importance where audits are made for 
the benefit of prospective lenders of money. The borrower tries to 
increase his assets and to decrease his liabilities to the greatest pos- 
sible extent. He also may attempt to conceal the fact that he has 
issued notes and he may be carrying open accounts on the books, 
while in reality notes have been issued which are falling due or are 
overdue and unpaid. 

In a recent bankruptcy case it was disclosed that a large number 
of notes had been given to creditors without making any record 
in the books. The notes bore interest and several creditors had 
secured judgment for non-payment. As the interest and costs 
amounted to a considerable sum, the liabilities had to be increased 
accordingly. 

A more dangerous type of concealment exists when notes are 
issued in the firm or corporate name for money borrowed by individ- 
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ual persons and then pass into the hands of innocent holders, who, 
of course, can collect if the concern is solvent. Notes of this descrip- 
tion are sometimes renewed many times before discovery of the 
fraud. An auditor who examines the books of account in the mean- 
time is not apt to find any trace of the irregularity. 

The auditor should analyze the interest account and satisfy him- 
self that the payments of interest, before and after the closing date, 
apply against the obligations on which the interest has accrued. 


DIscoUNTED NOTES.—If notes are discounted by one of the 
regular banks, it seems that the auditor, as well as the office staff, 
is put on notice. This liability is often concealed by a statement to 
the staff that the discount is a personal loan to a partner or an officer. 
In such a case the auditor may obtain a clue, or at least grounds for 
suspicion, if he traces back to its source every credit of cash to the 
account of a partner or an officer of the corporation. As a matter 
of fact so many so-called loans of this nature are made that an 
auditor may with propriety ask the question about every such loan: 
“Where did you get it?” In other words, the credits to the individ- 
ual accounts of partners or officers may represent items which are 
indeed liabilities of the firm or corporation. 


THE INTEREST RATE ON LIABILITIES.—The question has been 
asked: “Should the interest rate be shown on a balance-sheet when 
the contract rate substantially exceeds the legal or ruling rate?” In 
the author’s opinion the rate should not be shown on the balance- 
sheet. It may be of interest to creditors but it is of more interest 
to competitors and the possibility of unfavorable effect outweighs the 
desirability. Usually such conditions have mitigating or compen- 
sating factors which cannot be explained on balance-sheets; the 


necessary omission of the explanation renders it necessary to omit 
the mere fact. 


Mortgages.—As a mortgage derives special value from the fact 
that upon registry it becomes a lien, the auditor has an opportunity 
to verify the existence of such obligations by inspecting the public 
records. Auditors admit the value of the knowledge which such an 
inspection yields, but very properly urge that special training is 
necessary to undertake the task. 


Ch. 13] BALANCE-SHEET AUDIT—LIABILITIES 277 


Law INVOLVED.—AII agree that to be a well-trained auditor one 
must have some knowledge of law. An important branch of the 
necessary knowledge is that related to negotiable and non-negotiable 
instruments, mortgages, deeds, contracts, etc. A reasonably intel- 
ligent auditor or audit clerk can ascertain the procedure of the public 
registry office in less than an hour, and a search for unsatisfied 
mortgages or judgments can be made in less time than it takes to 
verify the footings of a voucher register; and it is an immeasurably 
more important thing to do. If the auditor is timid about under- 
taking the job, it may be worth while to arrange with a local lawyer 
or title company, which for a small fee will report to him any mort- 
gages or judgments entered against the clients. 

So much for a purely independent search. If the auditor feels 
justified in accepting the book record as to the existence of a mort- 
gage, he should at least endeavor to verify the amount, the rate, the 
due date, and the property secured. All these points are of interest 
to those who may desire to refer to the balance-sheet of the mort- 


gagor. 


RECORDING PAYMENTS.—If payments on account appear, the 
auditor should confirm the accuracy of the balance due by cor- 
respondence or inspection of the mortgage notes in the possession 
of the mortgagee. 


MANNER OF STATING.—The auditor should so state the mortgages 
that one can determine at a glance whether property was bought sub- 
ject to a mortgage on which someone else is liable or the mortgage 
was executed or assumed by the client. In the latter case the client 
may be held liable, through a deficiency judgment, for the excess of 
mortgage, interest, expenses, etc., over the amount realized from sale 
of the property in a foreclosure proceeding. In such case the mort- 
gage should always be stated on the balance-sheet as a liability. In 
the former case the client can be liable only to the extent of the value 
of the property, and, therefore, on the balance-sheet the mortgage 
in some cases is deducted from the value of the property on the asset 
side. 

In view of the insistence of bankers and others that all liabilities 
be shown on the liability side of the balance-sheet, the practice of 
deducting any liabilities from assets is falling into disfavor. The 
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case is somewhat the same as offsetting purchases not paid for by the 
merchandise on hand. In each case the liability side of the balance- 
sheet looks better but is not informative. As stated on page 163 an 
exception to the rule is found in the case of advances from factors, 
which bankers wish to identify with the pledged inventories. 

In the case of a serial mortgage or one falling due within a year, 
there can be no question about the necessity of showing the mort- 
gage on the liability side. 


Bonds.—So many different classes of bonds have been evolved by 
the fertile brains of financiers that no attempt will be made here to 
classify them except in a general way. 

At one time all bonds, if not otherwise designated, were presumed 
to be secured by real property; but today many issues of bonds are 
mere promissory notes, differing only from the usual form in that 
they are larger in form, have coupons attached, are sealed, and are 
also less valuable because they do not fall due for a considerable 
period. From the auditor’s point of view the security is important 
because of its bearing on other obligations and because of the equity 
which may exist for a subsequent lender or creditor. 

As a rule, balance-sheets are deficient in the information which 
they impart with reference to the real estate or personal property 
which is pledged with an issue of bonds. Sometimes a bond is a 
first lien on certain assets and a second lien on others. It may not 
be possible to explain in a condensed balance-sheet the items or prop- 
erties which are pledged under a mortgage; but if it is feasible to 
have a balance-sheet disclose the position which a bond bears to the 
assets, it is the auditor’s duty so to state it. In any event he should 
make a thorough investigation of the facts. 

Corporations which issue bonds should, and in most cases do, 
keep a copy or sample of them. The auditor should read this care- 
fully, make an abstract, and note all references to interest rate (or 
rates, as changes are sometimes made), due date or dates (instalments 
of principal are frequently included), property pledged, sinking fund 
or similar provisions, and in fact anything which relates to the ac- 
counts or financial transactions of the maker. 

In addition to a full description, the amount of the bonds regis- 
tered, issued and in treasury, the rate of interest and the due dates 
should be shown on the balance-sheet. 
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If bonds are convertible into capital stock, this should be indicated, 
at least by inclusion in the description of the bond. The fact that 
a bond issue is convertible into capital stock may have a decided bear- 
ing on the value of the stock of a company whose earnings are large. 

When considering the matter of liens it should be remembered 
that as a rule unpaid interest ranks as a lien with the unpaid principal. 


BOND ISSUES WITH FLUCTUATING PRINCIPAL AND INTEREST.—In 
at least one case a corporation is known to have sold bonds containing 
an agreement that, if the index numbers of wholesale prices published 
by the United States Bureau of Labor increased or decreased in stated 
percentages, the amount of principal when due and the quarterly 
amounts of interest would correspondingly increase or decrease. 

If the index numbers were to go up or down sufficiently to change 
the payments, it is hardly likely that the books of account would be 
changed, but each balance-sheet should show the relation of the cur- 
rent index number to the corporation’s liability. 


Interest payable—Many of the liabilities which appear on a bal- 
ance-sheet carry interest; therefore the calculation of accrued interest 
to the date of the balance-sheet is an important matter. The auditor 
should consider the possibility of an accrual on accounts payable as 
well as on notes payable, bonds, etc. It is common enough for book 
accounts to bear interest to warrant an inquiry into the possibility of 
such a liability. 

Loan accounts of partners and officers of corporations almost 
invariably bear interest, but it is not always calculated to the date of 
closing the books. Judgments, overdue taxes and other liens some- 
times bear interest at extremely high rates. 

Legally, the interest on bonds (except income and similar bonds) 
is secured by the same property as the principal and in effect becomes 
part of the principal, but the latter is a long-term obligation, while 
interest is payable at frequent intervals and should therefore appear 
as a current liability. 


Judgments.—It frequently happens that a prosperous concern 
disputes a claim, resorts to litigation and has judgment entered against 
it. If the case is appealed, the judgment may be allowed to stand 
or a bond may be given pending a final decision. These debts are 
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seldom entered on the books. Most business men consider that the 
entry of an invoice is an admission of liability, and of course they will 
not permit the entry of a claim which they propose to fight. 

What position must the auditor take? If a balance-sheet is 
being constructed, the amount of the judgment should be included as 
a liability, or provision made to cover the estimated maximum lia- 
bility under the claim. If a balance-sheet has been completed, the 
auditor should call attention to the liability in a footnote. 

How is the auditor to obtain information as to the existence of 
judgments? As has been said with reference to mortgages,” he him- 
self should be able to examine the public record. If he is not willing 
to do this, he should make such inquiry or investigation as is feasible. 
An inspection of lawyers’ bills may furnish a clue. If a concern is 
able to pay but does not do so on principle, the auditor will have no 
difficulty in learning the facts. If a concern is obviously hard up, 
the auditor is charged with constructive knowledge that judgments 
have been obtained, and he is not safe unless he procures a report 
based ona search. Even if the search costs a few dollars the expense 
will be well worth while. If the audit is made for a banker, the 
latter may have had a search made, or, if not, he will probably do so 
through his own attorney if requested. 


Sinking-fund payments.—The auditor should ascertain that pro- 
visions as to sinking funds, etc., are carried out. If they are not 
carried out, a report on the subject should be made. It is especially 
important that any default in making payments required to be made 
under either bond or preferred-stock sinking funds be noted on the 
balance-sheet. 

Preferred-stock sinking-fund instalments required by agreements 
with preferred stockholders do not constitute legal liabilities, but if 
they are likely to be paid, the effect on the cash is the same as though 
the instalments were legal liabilities, and the effect on the net worth 
is to decrease it. 


Taxes.—The balance-sheet of a commercial enterprise, prior to 
the enactment of the federal excess-profits and federal and state in- 
come and franchise-tax laws, rarely included a liability for accrued 
taxes unless real estate was owned. Under the laws mentioned, taxes 


? Page 270. 
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are imposed upon the net profits of corporations. This tax must 
be paid even if a corporation is dissolved before the end of the year 
for which the tax is imposed. As the tax is specifically based on the 
net profits of a particular period, although payable some months 
thereafter, the tax accrues throughout that specific period; conse- 
quently, if a net profit is disclosed upon the closing of the books, an 
adequate accrual should be provided. The auditor should insist that 
such accrual appear among the liabilities and should refuse to certify 
the balance-sheet if it is omitted. Unfortunately, there is a tendency 
in some quarters to treat accrued taxes as a reserve or as a possible 
liability rather than as an actual debt to be paid in cash on fixed dates. 

The question arises as to whether or not the auditor, when making 
a first examination, should determine if there is a likelihood of addi- 
tional assessments on the taxes paid for the years prior to that under 
examination. As the auditor can generally satisfy himself in a short 
time whether or not there appears to be a substantial liability for addi- 
tional taxes, it would seem that he should make at least a test to 
determine whether such a liability exists or not. If he is not allowed 
to make such a test, he should protect himself by inserting a notation 
on the balance-sheet to the effect that the question of additional lia- 
bility on taxes for previous years was not considered. Inspection of 
the published balance-sheets of many well-known corporations indi- 
cates that the practice of making adequate provision for taxes is 
general. In many cases the statement is made that the liability has 
not been determined, that it is estimated, but that the estimate is be- 
lieved to be ample. Therefore it is good accounting practice to state 
the amount of the estimated accrual rather than to omit the liability 
because it is difficult to make an accurate estimate. 

The contingency of possible additional assessments may come to 
the auditor’s attention as a result of his own examination of the 
copies, on file in the client’s office, of returns already made and the 
apparent likelihood that the client’s treatment of some of the debatable 
items will be challenged by the Treasury, or as a result of an exami- 
nation of the returns by Treasury agents and the receipt by the client 
of an agent’s report or Treasury letter proposing the assessment of 
additional taxes. In view of the fact that a considerable part of the 
proposed additional taxes is never actually assessed, because the 
Treasury’s claims are frequently proven to be incorrect, an auditor 
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is obviously not justified in insisting on setting up a direct liability 
for such proposed or possible additional taxes. 

The possibility of additional taxes must, however, be recognized 
and unless the auditor is convinced that the Treasury’s claim is wholly 
unfounded and is sure to be refuted, a reference to the possibility 
of the assessment of additional taxes should be made on the balance- 
sheet.? 

When corporations do business in more than one state, and 
particularly in the case of public utilities, the auditor should always 
consider the possible liability for taxes before finally approving any 
balance-sheet. 

In New York State there is a state tax of two cents per hundred 
dollars of par value or fraction thereof, imposed on all transfers of 
stock. The seller of the stock, or his broker, pays this tax by affixing 
revenue stamps to the certificate surrendered. The officer of the 
corporation, however, who transfers the stock or causes it to be trans- 
ferred is liable for the penalty for failure to pay the tax. 


TAXES ON SALE OF CAPITAI. ASSETS TAKEN OVER IN REORGANI- 
ZATIONS.—Generally speaking the tax liability of a corporation is 
easily computed, but a substantial liability may be incurred when re- 
organizations take place and the new corporations dispose of capital 
assets at prices in excess of their cost to the transferor at the time 
of a previous “tax-free” transfer. 

Usually new corporations set up assets at appraised values which 
may be largely in excess of prior cost or book values. The sale 
of fixed assets at or less than new book values may not arouse any 
thought of a contingent liability, but it may be that the proceeds of 
sale exceed the cost to the transferor, and in that case the federal 
revenue laws impose a tax on the transferee. The provision of the 
law is being attacked on various grounds, but the best opinion is that 
the principle will be sustained and the tax will be upheld. When 
sales are made and the original basis is known to be lower than the 
net sales price, the liability is actual. When any sales of capital assets 


* See discussion of effect of taxes on the balance-sheet and on the income 
account in “Some Phases of Accounting Investigations for Refinancings, Con- 
solidations or Mergers,” by Walter A. Staub, in the January, 1927, issue 
of The Journal of Accountancy. 

*See 1926 Revenue Act, Sections 203 and 204. 
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are made the auditor should investigate and see that provision is made 
for possible tax liability. 


TAXES ON EARNINGS OF FOREIGN SUBSIDIARIES.—The earnings 
of foreign subsidiaries of domestic corporations are not subject to 
federal income taxes until they are received in this country in the 
form of dividends. It is possible that no tax will ever be paid. 
Nevertheless, the full earnings are brought into account when con- 
solidated income accounts are prepared. When public financing is 
proposed the auditor should investigate the possibilities and if such 
taxes are likely to become a liability, the earnings statements should 
be adjusted and the contingent liability should be shown on the 
balance-sheet. 


Water rates, etc.—There are certain things, such as gas and 
water, the bills for which are rendered after long intervals. The 
accounts should provide for all accrued expenses of this class. 


Insurance.—There may be a liability for premiums on insurance 
for which no entries have been made. These should be included. 
Special attention should be paid tc premiums on employees’ liability 
insurance policies which are generally based on the pay-roll and 
in many cases the liability has not been calculated nor billed at the 
date of the audit. 


Wages.—The date of the balance-sheet does not always coincide 
with the date to which a pay-roll is calculated. The amount accrued 
should be ascertained and entered as a liability, unless it is insig- 
nificant. 

If there is little fluctuation in the number of men employed, it 
is sufficient to take the proper proportion of the full week’s pay-roll ; 
i.e., if the next succeeding pay-roll amounts to $1,000, and three 
days accrue in each period, the liability can be stated at $500, although 
each day’s total may vary a few dollars from the others. The differ- 
ence is not large enough to pay for the work involved in making the 


calculations. 


Rent.—Rent is usually payable in advance. If, however, any 
rent is accrued and not paid, it should be shown. 
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Freight.—Sales are frequently made on a basis of free delivery 
to destination, and current freight bills are sometimes permitted to 
run, if the concern is well known. 

An allowance of freight to a customer should be treated as a 
deduction from amounts due from trade debtors. 

Goods may be shipped, refused and returned, and in that case 
freight charges accrue. 


Customs duties unpaid——When goods are in bond and duties 
are not paid, the unpaid obligation is not necessarily a current liability 
since the goods may be sold “in bond” or withdrawals may not be 
made within one year. In any event, it is no more than a future 
commitment and need not be mentioned on a balance-sheet unless the 
auditor deems it to be of special importance. In a sense, the future 
expenditure for duties on goods in bond is similar to the labor and 
overhead which will have to be applied to raw materials in the in- 
ventory to convert them into finished product available for sale. Such 
future expenditure for labor and overhead would obviously not have 
to be taken up in the balance-sheet. 


Traveling expenses and commissions.—lIt is important to note 
whether or not the accounts of all traveling salesmen are received 
and entered before the books are closed. The auditor should ob- 
tain a list and, if any report of expenses was not entered, provision 
should be made for it. 

Ample provision should be made for all commissions eventually 
payable on sales which have been billed to customers. As commis- 
sions are frequently not payable to salesmen until the payments have 
been collected from the customers, accrued commissions are often 
omitted from the books. As they must, however, be paid from the 
proceeds of the sales on which the full profit has already been taken 
into the accounts, they clearly should be set up as liabilities. 


Legal expenses.—All concerns have more or less litigation. 
Lawyers are usually expensive, but they have the merit, if it can be 
so described, of waiting for their money. Before the books are 
closed the lawyers should be requested to send in their bill. If one is 
not sent the auditor should ascertain the amount due. 
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Audit fees.—In line with the theory that all accrued expenses 
must be included among the liabilities, it may be assumed that the 
expense incurred for an audit to, say, June 30th, is a proper charge 
to the period prior thereto. In practice, however, it is not usual to 
include the audit fee as an outstanding liability as of the date of 
the balance-sheet. If the auditor does not perform any work 
on the accounts until after the closing date, it is certain that no legal 
liability exists at that time. 

Under ordinary conditions the amount of the fee is not known 
until after the report is written and submitted, so that no more than 
an estimate can be included. 

Although the fee is not ordinarily such a liability as should be 
provided for, if the audit commences after the closing date, an excep- 
tion should be made in cases ef partnerships or close corporations 
from which a partner or stockholder is about to retire. The audit 
is partly for the benefit of the retiring party, and he is entitled to a 
copy of the report, so it is proper that prior to the closing of the 
books, provision be made for the audit fee. 


Employees’ profit-sharing plans.—Unless other provision is 
made, federal and state taxes should always be deducted before de- 
termining the amount to be apportioned ° to employees under profit- 
sharing plans. The net amounts due should appear as a liability of 
the period during which the profits accrue, even though the liability 
is not fixed until a later date. 


Pensions payable—Many corporations have adopted the policy 
of paying pensions to employees who have reached certain ages. 
The conditions under which pensions are granted should be investi- 
gated by the auditor, in order to ascertain that the company’s liability 
is adequately expressed upon the books. Some companies have 
adopted pension plans and discovered after they have been in opera- 
tion for a time that the amount of the obligation involved was much 
greater than had been expected and that very large provisions had 
to be made to cover the liability. When the pensions paid and in 
prospect amount to any substantial sum, the best actuarial advice 


° Ror full discussion of this question and formula for ascertaining amounts 
due, see Income Tax Procedure, 1927, Vol. 1, page 207 et seq. 
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should be obtained by the client to safeguard the corporation from 
incurring obligations beyond the expectations of the management. 


Damages and other unliquidated claims.—lIt is customary to 
insure against liability for damages claimed by employees or the 
public, but no insurance policies assume an unlimited liability. All 
concerns do not carry such insurance, although it is a reflection on a 
man’s business ability to neglect protection. Furthermore, claims for 
damages may arise out of alleged breach of contract, or failure to 
deliver goods, or for one of many other reasons. 

The auditor should inquire as to these possible liabilities and 
should also request that a letter be procured from the concern’s 
attorneys stating or commenting on any pending claims or suits. 

It may be that claims have arisen which have not been referred 
to the attorney. It often happens that a salesman claims commis- 
sions in excess of those paid to him, that an employee who has been 
dismissed claims salary or other compensation for an uncompleted 
term of service, or that claim is made for a share of profits which 
has not been paid. It is true that these are unusual items, but it 
is equally true that millions of dollars have been paid out in liquida- 
tion of such disputed claims. 

If an auditor finds any evidence which leads him to suspect that 
there may be a possible liability of this nature, he should insist on 
being informed of all the facts. He can then form an opinion as to 
the amount, which should be entered on the books and balance-sheet 
to provide for the potential liability. 


Expenses applicable to income—Defects—Deferred income. 
—When the income from a transaction is treated as fully earned, 
there should be no subsequent reductions of the profit. In order to 
state correctly the financial position and earnings, it is necessary some- 
times to withhold or defer an amount of unearned income. The bal- 
ance-sheet must show the liability. Many articles are being sold 
under guarantees of various sorts which may cover a service period 
of any length up to life or may be based upon usage rather than 
time. These guarantees may provide for service, repairs or replace- 
ment and involve a considerable outlay of money in order to com- 
plete the terms of sale. Expenses subsequently found to be applicable 
should be charged against the deferred income account. At the ex- 
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piration of the guarantee period any balance unused should be trans- 
ferred to surplus. 

Certain products are built according to different specifications for 
each customer. In case there is any variation from the specifications 
or if latent defects are discovered, the producer is required to bear 
the expense of correcting the manufacturing error. If experience 
shows that such adjustments are being made with any degree of 
regularity, the estimated liability should be deducted from income 
until all finished or in-process jobs have been finally accepted by the 
customer. The amount of the provision must be based upon expe- 
rience. 

The terms of sale of certain goods are f.o.b. customer’s place 
of business. It is the custom to invoice such goods at the date of 
shipment and include them in sales. The customer has the right of 
refusing the goods prior to arrival and acceptance by him. In such 
a case some price adjustment may be made, or the goods returned. 
It is advisable in some businesses to withhold from income the entire 
gross profit on such transactions until notice of acceptance is received 
from the customer. 

Transportation, amusement companies, etc., sell tickets in advance 
of furnishing the service. In all such cases the collections should be 
withheld from earnings until the companies have completed their 
part of the agreements. 

When items of expense are prepaid, it is good practice to include 
the prepayments as current assets. This practice is followed by many 
representative corporations. When items of income are collected in 
advance a liability exists which must be discharged in due course. 
When such obligations are advance receipts, they would logically be 
included among current liabilities, except that there is an element 
of profit in the advance receipts which permits the item to be set up 
separately after the current liabilities are footed. 


PREPAID SUBSCRIPTIONS.—Publishers of magazines—and to a 
less extent, newspapers—receive payment in advance for a year or 
other period. The proportion applying to the issues to be published 
has not yet been earned and also the cost of such publications is yet 
to be defrayed. Hence, the pro-rata portion of unexpired subscrip- 
tions should be set up as a liability. The increasing tendency of 
publishers to sell subscriptions for more than one year emphasizes 
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the importance of setting up the correct liability for unexpired sub- 
scriptions. 


TRADING STAMPS LIABILITY.—When trading stamps, coupons, 
etc., are issued to customers, a liability must be set up out of gross 
sales to meet the cost of redeeming the obligations issued. The 
United States Treasury permits a deduction from gross income up to 
the amount which experience proves to be the probable ultimate lia- 
bility. The auditor should satisfy himself that the liability carried 
on the balance-sheet is based on the actual experience of the client. 

Some authorities refer to these liabilities as contingent. It usually 
is true that the amount of the liability depends on the happening of an 
event after the date of the balance-sheet, but when at that date 
a fairly accurate estimate can be made of the money or service which 
will be required, it is better practice to carry the debt as an accrued 
current liability. 


CoNTRACTORS’ LIABILITIES.—In the audit of contractors’ accounts 
tactful interrogation of executives and employees may reveal the 
fact that important portions of jobs which have been finished must 
be done over at the contractor’s expense. One must always take 
cognizance of such conditions and proper allowance must be made 
for them in the financial statement. Matters of this kind are not 
ascertainable from the accounts but the information must be sought, 
as it is essential to the preparation of true financial statements. 

If the contractor underwrites his own insurance the auditor should 
endeavor to compile a list of all accidents on which claims are pending. 


Deposits.—There are certain deposits which must be classified 
as liabilities. These are not deposits received by banks, bankers and 
saving funds, but the funds which are deposited as a guarantee of 
good faith, or as part payment on account of a purchase, or as 
security for an unliquidated or possible debt. 

If the concern, for example, a gas or electric company, operates 
under a public franchise, it may have the power to require deposits, 
and in many instances it will be charged with the payment of interest 
on them. Interest is not usually paid until the receipt for the original 
deposit is surrendered, and this may be many years afterward. Large 
numbers of the receipts are lost or destroyed and demand is never 
made. Nevertheless, the companies should carry all the deposits 
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as liabilities and accrue the interest on them until a sufficient time 
has elapsed to warrant writing off the deposits which remain un- 
claimed so long that the chances of payment are remote. 

The custom of receiving deposits of money from employees is 
weil enough established to warrant the inclusion of the caption 
“deposits” as one of the liabilities to be reported to banks by pros- 
pective borrowers. 

The auditor should investigate the procedure followed from 
acceptance of a deposit to its withdrawal. There should be ample 
safeguards surrounding the handling of such funds, as the deposits 
are frequently offered by ignorant persons and foreigners who are 
not familiar with business methods and might be induced to accept 
irregular receipts from clerks not authorized to handle the money. 
It is important that the books and stationery used be especially pre- 
pared for the purpose, and the utmost care should be taken in writing 
up the records. The clerk in charge of the books should not be 
allowed to receive or pay money. 

If pass-books are furnished to depositors, the auditor should 
call for as many of them as possible and compare the entries and 
balances with the books. There are so many different methods in 
force, that the auditor must rely on his general experience in order 
to satisfy himself that the aggregate deposits appearing on the 
balance-sheet as a liability, represent the actual amount due to 
depositors. The rate of interest paid should be verified and the 
calculations tested. Accrued interest not credited to depositors at 
the date of the balance-sheet should be added to the total deposits 
shown by the books. 

For various methods of calculating interest, see Chapter 33, page 
754 et seq. 

In clubs and similar organizations it is customary for members 
to deposit small sums as security against the loss of keys, etc. To 
avoid bookkeeping, a very loose method may be in force. Fre- 
quently the cash received is placed in a drawer or box and no record 
is made. Subsequent payments are likewise made without record. 
Theoretically the balances on hand represent the liability for out- 
standing keys, etc. Practically it is known that part of the cash 
will never be claimed. This knowledge permits unauthorized pay- 
ments to be made from the fund, or part of it may be fraudulently 
abstracted. The matter is unimportant, except that such laxity places 
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temptation in the way of junior clerks and may be responsible for 
starting them on a criminal career. 

The auditor should call attention to the importance of making a 
careful record of all receipts and payments, no matter how small, 
ostensibly for the purpose of facilitating an audit, but in reality to 
inculcate in every employee handling cash the necessity for the 
greatest care and accuracy in money matters. 


Unclaimed dividends.—In corporations which have the best ac- 
counting methods the auditor will find a separate fund or bank 
account for dividends. The full amount of each dividend declared 
is deposited in this account and the dividend checks issued to stock- 
holders are charged against it. 

It sometimes happens that stockholders cannot be reached and 
dividend checks are withheld or, if issued, are not cashed within a 
reasonable time. This may leave an outstanding liability which may 
remain undischarged indefinitely. If such a state of affairs exists, 
payments of any kind out of the regular order should be noted, as 
it may be found that unauthorized payments are being charged 
against this account. 


Annuities payable.—It is a practice among many charitable and 
religious institutions and societies to accept sums of money upon 
the condition that the contributors shall receive annuities until their 
deaths. Some officers of institutions seem to regard such contribu- 
tions as outright gifts to the institutions, overlooking the fact that 
only that part of the principal and interest which remains after the 
contract with the annuitant has been fulfilled accrues to the institu- 
tions. It is known that in some cases the annuitant received much 
more than the total of the original contribution and all the interest 
earned. Unless an institution has a sufficient number of annuitants 
to bring them within scope of the average expectancy of life, annuity 
contracts may become a source of actual loss. While many institu- 
tions grant annuities on a conservative basis, some are inclined to 
secure funds by promising larger returns than can be paid with 
safety, with the result that income which should be devoted to the 
work of the institutions has to be diverted to carry out annuity con- 
tracts. Rates paid to younger annuitants are sometimes greater than 
a life-insurance company would pay. In some cases real estate has 
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been received with the agreement that annuities be granted and the 
property has been carried for years, not only without profit, but 
at an actual loss. It is important, therefore, that the policy with 
respect to annuities be conservative, and that the accounts be kept 
in such a manner as to show the true conditions of annuity funds. 

The outstanding annuity contracts should appear in the balance- 
sheet at not less than the amount which would have to be paid to 
an insurance company to have it assume the annuity obligations. 
Probably a majority of the well-managed religious and charitable 
organizations which enter into annuity contracts, follow the con- 
servative policy of showing.the full amount of the principal as a 
liability until the death of the annuitant. 


Certificate that all liabilities have been recorded.—Many au- 
ditors ask their clients for written assurances that all liabilities have 
been entered in the books or disclosed to the auditors. Even though 
no doubt exists, the precaution may be helpful. The certificates 
should mention money borrowed from all sources; purchases from 
regular and all other sources; federal, state and local taxes; judg- 
ments, accruals of expense and other debts which may not be due; 
liens and hypothecations of all kinds. 

In the case of a new corporation, the attorneys for the company 
should be asked for a letter stating that all expenses and liabilities 
arising from, or incident to, the organization of the corporation have 
been met or have been entered on the books. 
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A balance-sheet should show not only what must be paid; it 
should show all contingent debts as well. Many prosperous concerns 
have been wrecked because compelled to meet obligations which did 
not arise from ordinary business transactions. Nevertheless, the 
obligations were real ones, no matter how unlike real ones they ap- 
peared to be when contracted, and a true statement of the financial 
affairs of the concerns, prepared at any time after the obligations 
were incurred, would have shown them. Accountants experienced in 
bankruptcy affairs well know that contingent liabilities seldom appear 
on the books of account. 

It is the duty of an auditor who makes a balance-sheet audit to 
discover and report upon liabilities of every description—not only 
liquidated debts, but contingent debts as well. It is true that contin- 
gent liabilities are at best difficult to trace and almost impossible to 
discover when an attempt is made to conceal them; yet a professional 
auditor must undertake difficult tasks, and, if he cannot report on 
anything except the entries which he finds in the books, he should 
retire from the profession. 

Because of their nature, contingent liabilities cannot, in most in- 
stances, be stated on balance-sheets in specific amounts. The refer- 
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ence to them is usually in the form of explanatory memoranda. The 
important thing is that their existence be disclosed and that such data 
as will give an idea of the nature and status of each contingent lia- 
bility be set forth. 


Contingent liabilities defined—The term “contingent liabili- 
ties” indicates the effects of acts or conditions prior to the date of 
the balance-sheet which may become actual liabilities after that date. 

When liabilities are merely deferred it means that something has 
happened which should be set up on the balance-sheet at some amount 
which should be as nearly accurate as the known factors permit. 
The liabilities which follow income collected in advance may be actual 
or contingent. 

As used in a balance-sheet audit, the term “contingent liabilities” 
means: (1) primary or direct financial obligations that at the date of 
the balance-sheet cannot be reduced to stated or definite amounts—. 
obligations for which specific provision cannot reasonably be made; 
and (2) secondary financial obligations of which the probable extent 
is adequately reflected in the account. As pointed out elsewhere,' 
balance-sheets and income statements are always based upon esti- 
mates. The auditor must include in the accounts for a stated period 
all the income, charges and losses which affect that period, even 
though many of the items are estimated. The term “contingent lia- 
bilities,” therefore, does not embrace such items as accrued expenses 
and losses which can with reasonable accuracy be reduced to figures. 


PRIMARY OBLIGATIONS.—Class (1) includes the following: Liti- 
gated matters, such as alleged patent, copyright and trade-mark in- 
fringements and damages for breach of contract, and claims which 
are founded on contracts or agreements to which there appears to be 
an adequate defense. This class does not include damage and other 
lawsuits as to which past experience and contractual relations, express 
or implied, demand that provision be made sufficient to charge the 
fiscal periods affected with all expenses which belong to them. The 
minutes should be inspected and the attorney for the concern should 
be consulted about the existence of claims of this nature. 


SECONDARY OBLIGATIONS.—Class (2) includes secondary or in- 
direct obligations as to which no liability exists unless and until the 


1 Page 316. 
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primary obligor defaults. When the principal amount of the possible 
liability is known it must be shown in the balance-sheet.? In asking 
bankers for confirmations of direct liabilities, request should also be 
made for a report of indorsements, guarantees, etc. An investigation 
must be made to ascertain the probability of default by the primary 
obligor and in case of default the probable loss. When it appears 
that losses will be sustained, careful estimates must be made of the 
aggregate and be entered as provisions for losses. The debit should 
be to the current income account and not to surplus. 

Losses may arise from the following transactions: 


1. Discounts, sale or transfer of notes receivable, trade accept- 
ances, bank acceptances arising under commercial letters 
of credit, domestic and foreign drafts, such as those drawn 
by automobile manufacturers upon their dealers. In some 
cases sight drafts are treated as cash deposits. Any 
drafts unpaid at date of balance-sheet must be treated as 
accounts receivable discounted. 

2. Indorsement of notes for affiliated or subsidiary concerns. 

3. Indorsement of commercial paper as an accommodation 
party. 

4. Sale, pledge, or assignment of accounts receivable where the 
transfer attaches a contingent liability to the seller, pledger 
or assignor. 

. The opening or guaranteeing of letters of credit. 

. Guarantee of payment of interest or principal of the bonds 
of another party. 

7. Accepting suretyships, including those guaranteed for others. 

8. Contracts for purchase of foreign exchange for future de- 
livery. 

g. Assumption of liability for unpaid stock subscriptions. 


OH v1 


In all these cases the contingent liabilities are offset by contingent 
assets, i.e., in case of default necessitating payment by indorsers or 
guarantors, accounts or debts receivable from the latter arise. 


_ “It is customary to show the contingent liabilities as a footnote or in short 
in the body of the balance-sheet. However, in some cases, notably notes re- 
ceivable discounted, it is good practice to enter the liability as a deduction 
from the notes receivable asset items; but there is no objection to stating the 


ee in a footnote. For balance-sheet forms see Appendix C, page 8o1 
et seq. 
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When branch managers or other agents purchase goods and incur 
expenses which are not reported nor recorded at the date of a balance- 
sheet, the liabilities are direct, not contingent. They are discussed in 
the preceding chapter. 


VERIFICATION OF CONTINGENT LIABILITIES.—The auditor in all 
cases must communicate with the client’s bankers and inquire not only 
about the client’s liability as maker of obligations but also as acceptor, 
indorser or guarantor. So far as contingent liabilities are concerned 
it is not the duty of the auditor to communicate with third persons, 
other than bankers, unless his suspicions are aroused during the 
audit. 

Forms for confirmations will be found on page 274. 


Liabilities created after date of balance-sheet.—In many cases 
new liabilities are created between the dates of balance-sheets and 
the dates when audits are completed. Should an auditor disclose such 
changes? In the opinion of the author it is not proper to insist on 
showing later transactions on a balance-sheet when such new trans- 
actions do not involve any accrued profit or loss at the date of the 
balance-sheet. When there are special reasons for showing later 
transactions on a balance-sheet, there is no more objection to the 
practice than to the disclosure of any other pertinent fact of possible 
interest. In one case a mortgage was placed by a corporation.on its 
plant two days after the date of its annual balance-sheet. All the cash 
proceeds from the sale of the mortgage were used for additional plant 
construction. The company’s net current asset position at the date 
of the balance-sheet was not good; but, even so, the reasons for not 
mentioning the mortgage were stronger than the reasons for mention- 
ing it. It was shown that the mere statement that a new mortgage 
was created would have an unfavorable effect. To minimize the 
bad effect a full statement of the manner in which the proceeds were 
to be used and the probable increase in the earning power would have 
to be made. Such a discussion is not desirable in a condensed balance- 
sheet. 

It is a question whether or not under present conditions it would 
be deemed obligatory for the auditor to insist on mention of the 
transaction in the balance-sheet. There is no doubt, however, that a 
footnote on the balance-sheet, referring to the mortgage, would result 
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in a clearer picture of the situation, and the client could append to 
the balance-sheet a statement of his own reasons for making the 
mortgage and an explanation of the results expected. Development 
of good accounting practice will doubtless call more and more for full 
disclosure of matters which, while not technically affecting the finan- 
cial position at the balance-sheet date, nevertheless aid in giving the 
best understanding of the position of an enterprise. 

These comments apply to liabilities created after the date of the 
balance-sheet and not to liabilities actually existing at the date of the 
balance-sheet but ascertained or determined as to amount between 
the date of the balance-sheet and the close of the audit. The latter 
class of liabilities must, of course, be included in the balance-sheet. 


Notes receivable discounted.—As shown under “Notes receiv- 
able,” ® an apparent asset may result in an actual liability. For in- 
stance, a trade debtor may give a note for $1,000, which closes his 
account. The note is discounted, and that closes the notes-receivable 
account. The debtor finds he cannot pay and renews the note when 
due. This may be repeated several times, but at last a renewal cannot 
be procured and the note must be paid by the indorser. After it is 
known that the note will not be paid at maturity by the maker, the 
liability of the indorser is more than contingent—it is actual. 

It is not sufficient to state on the balance-sheet in a footnote or 
otherwise that notes or acceptances have been discounted without 
stating the amount. Bankers insist on the information and it is a 
mistake to make a statement which will surely cause them to ask why 
it was incomplete. 


OFFSETTING PROVISIONS.—If the provision for bad debts includes 
a provision for the full amount of notes which have been discounted, 
it is duplication to set up an additional allowance or create a liability 
against the payment of such notes. Usually the bad debt provision is 
not large enough to take care of the contingent liability on notes dis- 
counted ; consequently the auditor should investigate the status of all 
notes under discount, and, if it appears probable that any of them 
will not be met when due, the liability should be shown. If the audi- 
tor is satisfied that notes will be neither paid nor renewed, he should 
include them under current liabilities. 


® Page 130. 
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OBLIGATIONS OF SUBSIDIARIES.—In the case of a large holding 
company it was reported, after receivership proceedings had been 
instituted, that while its published reports showed liabilities of several 
millions of dollars, there existed additional liabilities aggregating a 
much larger sum. Nominally these liabilities consisted of indorse- 
ments upon promissory notes received from customers and therefore 
constituted a contingent liability only. Actually the notes were of the 
holding company’s own manufacture, the nominal obligations of sub- 
sidiary corporations, and, for the greater part were not represented 
by assets. In other words, they were notes payable of the holding 
company without offsetting assets, except a small percentage. The 
notes were for odd dollars and cents, presumably so drawn to increase 
the impression that they were genuine receivables. 


Indorsements.—In addition to the contingent liability for notes 
discounted for the benefit of the indorser, there may be a liability 
based on indorsements for the benefit of others. These are known as 
accommodation indorsements. 

It is not necessary to discuss this subject exhaustively, as the 
question whether the indorsements were ultra vires or not at once 
arises, but from a practical point of view it may be assumed that 
every indorsement, whether by an individual, firm or corporation, 
may become an ultimate actual liability of the indorser. Promissory 
notes are negotiable instruments, and, in order that they may circulate 
freely, an innocent purchaser for value, without notice of a lack of 
consideration on the part of a maker or indorser, may sue and recover 
from the maker or any or all indorsers in turn. 

The assumption that the maker will pay, or that the notes will not 
be presented, or will not find their way into the hands of outsiders has 
been dissipated in so many thousands of cases that the auditor who 
fails to include accommodation indorsements as liabilities because he 
is advised that there is no possibility that payment will be demanded, 
assumes a risk for which there is no professional, legal or moral 


justification. 


Wry INDORSEMENTS ARE OBTAINED.—It is possible that circum- 
stances may exist in which indorsements are not liabilities, as when a 
note is overdue and the holder has notice; but the vital point to bear 
in mind is that solvent, straightforward concerns as a rule neither 
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request nor obtain indorsements unless under stress of necessity or in 
return for the payment of a consideration. If the maker of the note 
is “hard up,” the indorser should expect to pay (as he usually is 
obliged todo). If consideration has passed, the indorser is still likely 
to have to pay. The consideration received, however, has no effect 
on the sum of the contingent liability, which in any case is the amount 
of the note. The consideration should be taken up through an income 
account. 


OFFSETTING ASSETS.—Naturally when the auditor includes in- 
dorsements among the liabilities on the balance-sheet he should give 
due consideration to the possibility of an asset to offset them. The 
offset usually consists of a claim against the maker or prior indorser 
who has failed to meet an obligation, which is at once prima-facie 
evidence that the asset is not in satisfactory condition. In the majority 
of cases it is merely a question of recognizing a bad debt. 


INDORSEMENTS NOT APPARENT.—What has been said applies to 
cases concerning which the auditor is informed or can readily ascer- 
tain that indorsements are outstanding. We have now to consider the 
procedure where such information is neither volunteered nor apparent 
on the records. It might seem that the auditor would be justified 
in assuming that no indorsements have been made, as most concerns 
have a strict rule which forbids indorsements or guarantees, and that 
there must be special cause for suspicion before inquiry need be 
made; but reflection brings to mind so many instances of contingent 
liabilities of this nature that it seems expedient that all audit programs 
contain some reference to the question of undisclosed indorsements. 


CARELESS COMMITMENTS.—The financial “atmosphere’’ of a con- 
cern is a fairly trustworthy index of possible obligations or entangle- 
ments which may find expression in commitments leading to future 
embarrassment. The most common cause of trouble is overextension 
of business interests. This is more likely to occur with a prosperous 
man than with an impecunious one. The latter has little opportunity 
for expansion, while the former is fairly besieged by promoters and 
others who know by long experience that the most likely investor 
in a new and untried enterprise is a man who knows nothing at all 
about it. All over the country men who have made fortunes in their 
own businesses are squandering their capital in outside ventures. 
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Even if an auditor’s report goes no further than his client’s office, 
it is nevertheless necessary for him to concern himself with the bear- 
ing of outside ventures on the balance-sheet of the business under 
audit. Now that banks are demanding certified balance-sheets, the 
auditor must always proceed on the assumption that the balance- 
sheet prepared by him will go into general circulation. The auditor 
who is observant is able to determine from what he sees in an office 
what has probably taken place outside. 

If a partner or officer has withdrawn considerable sums of money 
for investment in outside enterprises, there will probably be some 
reference to the matter in the books. The accounts of “close” cor- 
porations (those whose stock is closely held) are similar to the ac- 
counts of partnerships. The officers, who are usually also large stock- 
holders, keep personal accounts in the corporation books. The 
charges to these accounts indicate, in some degree, the interest in out- 
side affairs. 

Let us consider the usual effect on the finances of a firm or cor- 
poration when its owners are connected with other enterprises. The 
firm or corporation has good assets of $200,000 and total liabilities 
of $100,000. Suppose one or more of the partners or officers becomes 
interested in another business or in a flotation of doubtful merit. It 
may be urged that, so long as the balance-sheet of the firm or corpora- 
tion is true and reflects its actual financial condition, the action of its 
partners or officers cannot affect it. But soon the outside venture 
requires more cash than can be supplied, so the partner or officer 
gives his note for $25,000, which is discounted. The auditor comes in 
at this point, discovers the interest in the outside business, makes 
inquiry, and is informed about the note. He finds, furthermore, that 
there is not the slightest prospect that the note will be met by the 
outside business. 

Is it not apparent that the cash account of the firm or corporation 
will be called on to meet that note? This has happened in thou- 
sands of actual cases. Is it not liable to happen every time? Should 
the auditor state the assets at $200,000, the liabilities at $100,000, 
and a contingent liability at $25,000? Legally, no; but if he can find 
a way to do it, he should not hesitate. Banks, creditors, and investors 
would have saved millions of dollars in the past if auditors had so 
stated the affairs of corporations. Is it not possible to protect the 
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innocent investor or creditor when facts of this nature are disclosed, 
and when a reasonable interpretation makes them relevant? 

If there is nothing in the books to indicate any connection on the 
part of the concern itself, or of a partner or an officer, with outside 
ventures, and if there is no apparent reason for suspecting any pos- 
sible indorsement of another’s paper, the auditor may not feel it 
necessary to carry his inquiries further. In fact, it might be im- 
practicable even if it were desirable. Nevertheless, it must always be 
borne in mind that the indorsement of notes for outside ventures has 
resulted disastrously in cases where it was least expected; conse- 
quently it is a possibility of importance. 


Guarantees, suretyship.—Almost all the remarks under “In- 
dorsements” apply with equal force to guarantees. In one case the 
liability is fixed and definite by reason of the indorsements of nego- 
tiable paper, whereas a guarantee may be less definite so far as legal 
liability is concerned, and the amount of the obligation may be un- 
certain. Otherwise there is the same likelihood of being required to 
pay ultimately, and if the guarantee covers an obligation incurred on 
account of an outside venture, there also exists a strong probability 
that the funds necessary to discharge the obligation will be withdrawn 
from the concern under audit. 


PAYMENTS CONTINGENT UPON RECEIPT OF ASSETS.—When an 
auditor certifies that contingent liabilities have been set forth on 
the balance-sheet, a considerable responsibility has been incurred. All 
orders and contracts entered into for future delivery constitute lia- 
bilities contingent upon performance. It is not enough that an equiva- 
lent asset may be received unless the asset can be converted into cash 
in time to pay the liability. As this is rarely the case, lenders who 
depend upon balance-sheets expect to be informed of all liabilities 
other than those for normal requirements. 

The following appeared as a footnote to the balance-sheet of an 
oil company : 


Blank Oil Co. had contingent liabilities of $350,000 at March 31, 1927, 
on account of deferred payments for sundry leases to be made only if, 
when and as, oil is produced therefrom. 


In this case the oil to be received might be worth as much or 
more than cost, but the auditors were performing their duty in re- 
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porting a fact, and did not attempt to decide for the readers of the 
balance-sheet whether it was a material fact or not. 


REPRESENTATIONS BY SALESMEN.—Large losses have been in- 
curred because of misleading representations by salesmen, particu- 
larly in the case of investment bankers. The auditor generally is 
not required to make inquiries as to this contingency, but if an action 
for damages has been started against the client it will be necessary to 
consider this possible liability. 


Acceptances.—An acceptance is a draft or bill of exchange, 
across the face of which are written the word “accepted” and the 
date of acceptance; the word “payable” and the date when due, after 
which appears the signature of the drawee or acceptor. When the 
acceptor is not a bank or banker, the name of the bank or the place 
at which the acceptance is payable is also inserted. 


INCREASING USE OF ACCEPTANCES.—The use of acceptances in 
this country has greatly increased in recent years. Since the Federal 
Reserve Act authorized member banks to accept bills involving the 
exportation or importation of goods, interest in and the use of 
acceptances have greatly increased. In the state of New York, state 
banks and trust companies are permitted to accept drafts drawn 
upon them by their customers at sight or on time not exceeding one 
year. This power extends to both foreign and domestic trade. 


ADVANTAGES OF ACCEPTANCES.—Constructive service can be ren- 
dered by auditors by pointing out to their clients the advantages of 
a greater use of domestic acceptances. Concerns which are not ade- 
quately financed frequently borrow money on their accounts receiv- 
able, although the practice is not favorably regarded by bankers and 
credit men. The cost of capital thus obtained is at least double the 
usual rate charged on bank discounts. If purchasers agree to accept 
drafts drawn upon them, covering specific invoices payable on the 
respective due dates, there is then available to the sellers negotiable 
paper which can be discounted at a favorable rate. This plan has 
material advantages, is a saving to the seller, and involves the pur- 
chaser in no more annoyance than is necessary in drawing and send- 
ing checks under the present system. The Federal Reserve Board 
strongly encourages this custom, and it may be expected that suitable 
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legislation will be enacted from time to time which will make it even 
more desirable than it now appears. 


TreatTMENT.—As financing by acceptances is becoming more 
popular, the auditor should be prepared to advise as to the proper 
treatment of the liability arising from their issuance or acceptance. 
A concern drawing a draft on a customer, which is accepted by a 
bank or banker, can immediately discount it at its own bank or 
sell it in the open market, usually at a rate under the discount rate 
for commercial paper. From the point of view of the drawer, the 
transaction is then closed and no mention of it need be made on his 
balance-sheet. Of course this rule applies only when the accepting 
bank or banker is of unquestioned standing. If the drawee does not 
have national standing, consideration must be given to the contingent 
liability existing until the draft is paid by the acceptor or customer. 
The transaction, therefore, is of the nature of a customer’s promis- 
sory note discounted at bank, and the book entries are the same, 
except that notes not paid at maturity must be noted and preparation 
made to meet them, whereas the accepting bank, in the case of an 
acceptance, is responsible for the payment. 


UNRECORDED LIABILITIES.—It is the relation between the bank 
and the concern for which it is accepting that requires vigilance on 
the part of the auditor. The issuance of promissory notes and the 
liability for their payment is fully covered elsewhere in this book.4 
Consideration must now be given to the possible existence of an out- 
standing liability on acceptances not recorded upon the books. 

Is it possible, however, for a concern to purchase goods, arrange 
to have a bank accept the vendor’s draft, and receive and put the 
goods in stock, and yet make no record of the existing liability until 
the due date arrives? 

So many instances are known in which goods were received and 
the invoices were not duly recorded, that equal attention must be 
given to this possibility when acceptances are concerned. The usual 
comparison of order and receiving records with purchase invoices 
should disclose any discrepancies arising from carelessness. It is not 
likely that the additional safeguard of a comparison of creditors’ 
statements with corresponding ledger accounts will be feasible, be- 


“See page 272 et seq. 
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cause an acceptance usually covers specific invoices and it is not 
probable that after the receipt of an acceptance the creditor will 
continue to include the invoices covered by it in statements, even 
though the invoices represented by acceptances are in fact still unpaid. 
Banks make a charge for services in accepting drafts, and payments 
of these charges should be checked with the acceptances recorded. 

Whether there is any likelihood that acceptances are outstanding 
or not, the auditor should ask the bank or banks dealing with the 
concern under audit to confirm the existence or non-existence of 
such a possible liability. 


Contingent liability of exporters for drafts sold.—When 
drafts against foreign shipments are sold to banks at the time of 
shipment and customers’ accounts are closed by credits for cash re- 
ceived from the banks, the records do not disclose one important 
fact which should be reflected in the balance-sheet, namely, the 
amount of contingent liability on drafts sold. 

‘The terms on which business is done with foreign countries are 
usually long, ranging from 30 days’ sight to go days’ sight and 120 
days’ dating. Therefore a large portion of drafts drawn against 
foreign shipments and sold to banks in the last four or five months 
before the close of the period under examination may be outstanding 
at the date of the balance-sheet. 

Between the date of the balance-sheet and the date of examina- 
tion a large number of these outstanding drafts may be paid by the 
drawees. The status of all unsettled drafts should be investigated 
in the manner previously suggested under the heading “Collection 
Drafts.’ In addition, requests should be sent to the banks to state 
the drafts sold to them prior to the date of the balance-sheet which 
still remain unsettled. 

Replies from the banks regarding such drafts are not always 
accurate, but taken in conjunction with other available information 
the auditor can make a fairly accurate statement as to the drafts 
which were paid at the date of the examination. The reason these 
replies are not always accurate is because the banks themselves do 
not know which drafts are unsettled. If no advices have been re- 
ceived from their correspondents after a sufficient length of time 
has elapsed for the payment of the draft, the banks assume that 
they have been paid at maturity. The banks believe that “no news 
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is good news.” If for any reason the drafts are not paid at maturity, 
it is customary for the correspondent banks to send a cable advice 
to the banks in this country, but these advices are not always properly 
recorded. A notation should be made on the balance-sheet for the 
amount of the drafts sold which are still unsettled at the date of the 
balance-sheet. A further notation may be made of the amount of 
such drafts collected between that date and the date of the completion 
of the examination. 


Bank acceptances.—A bank’s contingent liability under accept- 
ances is the difference between the amount of the credits issued and 
the total of the drafts drawn or accepted for payment by the bank 
granting the credits. 

The best method of exhibiting the contingent liability as well 
as the direct liability on the books of the bank is to open four 
accounts on the general ledger as follows: 


1. Customers’ liability under letters of credit—This is charged 
when the letters are issued and credited when the letters are reduced 
or drafts drawn under them. 

2. Letters of credit outstanding—This account is credited when 
the letters are issued and charged when the letters are reduced or 
drafts drawn under them. 

3. Customers’ liability under acceptances—This account is 
charged when drafts are drawn or accepted and credited when the 
drafts are paid or settled. 

4. Acceptances outstanding—This account is credited when 
drafts are drawn or accepted and charged when paid or settled. 


The second account reflects the contingent liability on the books 


of the bank, while the fourth account reflects the direct liability of 
the bank. 


Capital stock convertible into bonds.—Some issues of pre- 
ferred stocks are convertible into bonds or other obligations, under 
conditions specified in the agreements under which they are issued. 
Until there is actual conversion, there is no corporate liability. In 
all cases balance-sheets should show the terms of conversion. When 
conversion in substantial amount has taken place between the date 
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of the balance-sheet and the date of the auditor’s certificate, attention 
should be called to it. 


Unfulfilled contracts——We have said that liabilities, not shown 
on the books, in the form of contracts to accept delivery of goods 
contracted for before the date of the balance-sheet, may call for the 
payment of large sums of money within a short space of time. It 
may be urged that on the face of this statement there is no change 
in the net result shown by the balance-sheet, as an asset is received 
to offset the liability. 

A banker, however, may look upon any abnormal quantities in 
goods to be received in a far different light. The balance-sheet, for 
instance, may show stock on hand large enough or too large for the 
normal requirements of the business. Unfulfilled contracts outstand- 
ing at the date of the balance sheet, which call for the receipt of 
additional stock that may not be readily salable, will result in an 
actual liability, whereas the offset, the stock to arrive, will be an 
asset of doubtful value. 

In every audit, therefore, the auditor should call for copies of 
all orders for future delivery and the commitment register—by 
whatever name it goes. If such orders call for stock in excess of 
the current and reasonable prospective demand, mention of that con- 
dition should be made in the balance-sheet. The details reported 
should be governed by the circumstances of each particular case. 

It is difficult to deal with the situation which arises when contracts 
for the entire output of one or more mills have been placed. The 
auditor must use his discretion when the liability is of so general 
a nature. 

The major value of a balance-sheet is the light it sheds on the 
future. Information about what may happen is of the greatest 
importance. A well-known banker” has said: “Auditors should in- 
clude in their certificates such items as contingent liabilities, orders 
booked for future delivery, contracts for future purchases. .. .” 

On December 31, 1920, many concerns had outstanding com- 
mitments to receive goods and materials and to pay prices much 
higher than the prices current at that time. As conditions were ob- 


'M. A. Arnold, President First National Bank, Seattle, American Insti- 
tute Bulletin, Series B, No. 13. 
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viously considered to be temporary, the apparent loss was not taken 
up by most concerns in their accounts at December 31st. Part of the 
responsibility for failure to recognize a material factor rested upon 
the United States Treasury Department which promulgated a rule 
that inventories could not include goods the title to which had not 
passed to the purchaser. 

It has been said that the orders in hand for manufactured goods 
influence the basis of valuation of raw materials; that if goods are 
to be delivered to responsible customers at prices fixed with regard 
to high cost raw materials, the writing down of the value of the raw 
material would unduly decrease the current profits and unduly in- 
crease the profits of the succeeding period. From the point of view 
of a going concern, this argument is entitled to great weight. It has 
the merit of being definite. It has two weaknesses, however, viz., 
first, the probability of cancellations of orders by solvent concerns 
and the prevalent custom of accepting cancellations without penalty ; 
second, if it is found that the decline in raw materials is permanent 
or if further declines take place, it may be considered to be good 
business policy to accept cancellations or to reduce sales prices. In 
either of these contingencies there would be no undue increase in 
profits of the succeeding period arising from a drastic writing down 
of inventories. 

In theory, the best practice is to write down all inventories, in- 
cluding goods to arrive, to market prices. However, the stability 
of market price is to be taken into consideration. If, around the 
balance-sheet date, prices have been erratic and happen on that date 
to have been extremely low but have made considerable recovery 
within the following thirty days, it is clear that to use the market 
prices of the balance-sheet date for valuation purposes would be. 
unnecessarily conservative. As explained in the chapter on inven- 
tories, the determination of market value is not always a simple mat- 
ter, but whatever are determined to be fair market prices should be 
used. 

If it is believed that a permanent decline has taken place, the 
amount written down belongs in the income account. If the decline 
is believed to be temporary, it obscurés the picture to segregate 
merely part of surplus. It is better to state that the entire surplus is 
available for extraordinary charges. 
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TREATMENT IN BALANCE-SHEET.—It is not general practice to 
show future commitments (sales or purchases) in certified balance 
sheets, and until it becomes fairly general, it cannot be considered 
good accounting practice to insist upon it, but whenever the infor- 
mation 1s essential to the understanding of a true financial position, it 
must be done. The information is of great interest and, unless publi- 
cation discloses trade secrets, the practice should be encouraged. 
When it is thought proper to disclose the information, the following 
forms are suggested :° 


The company’s contracts for purchase of material and for con- 
struction outstanding on (date of balance-sheet) aggregated $.......... 
payable during (period of time). 


The company’s contracts for purchase of materials to be delivered 
during (period of time) outstanding at (date of balance-sheet) aggre- 
etal M4 Coe ee OL Pema h ies more than the market value of the materials 
at (even date or more recent date). 


On the basis of market values at (date of balance-sheet or more recent 
date) the purchase contracts unfulfilled at (date of balance-sheet) aggre- 
ation pits ieee would show a contingent loss of approximately $...... 


The company’s contracts for purchase of materials to be delivered 
during (period of time) outstanding at (date of balance-sheet) aggregated 
SD eyes Of Sears e more than the market value of the materials at (even 
date or more recent date), but $....... is covered by sale contracts, leav- 
er eee as the net amount of possible loss. 


The unfulfilled purchase contracts aggregate $...... at (date of bal- 
ance-sheet), and after applying to them the unfulfilled sale contracts in 
excess of the inventory at (date of balance-sheet) would show, on the 
basis of market values at (date of balance-sheet or more recent date), a 
contingent loss of approximately $...... 


Sales commitments which are not covered by purchase commitments 
or goods in stock show a contingent loss of approximately $...... 


The last memorandum should be used when the market prices of 
raw materials have advanced and sales are not protected by pur- 


chases. 


CONSTRUCTION WORK IN PROGRESS.—A subject to which the 
auditor will need to give serious consideration 1s the liability for con- 


°From “Treatment of Commitments of Purchasers,” by Homer N. Sweet, 
31 Journal of Accountancy, 169, 170, and 172. 
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struction work yet to be done under contracts in force. This con- 
tractual liability may have a very important bearing on the financial 
position of the client because it may require within a comparatively 
short time after the date of the balance-sheet the conversion of cur- 
rent assets into fixed assets. This was made evident in the experience 
of a number of concerns which during the war period had obligated 
themselves heavily under construction contracts. When the post- 
bellum deflation took place the liabilities under these contracts raised 
serious difficulties for such concerns and in some cases forced re- 
ceiverships or compelled the formation of creditors’ committees to 
take control. 

When such contractual liability is of substantial amount, a memo- 
randum should be made in the balance-sheet. While the author 
recognizes that this is not a general practice, he believes that the 
information is vital to an adequate presentation of financial condi- 
tion and that the procedure suggested should be adopted. If definite 
arrangements have already been made for the financing of the con- 
struction work yet to be done, reference to it should be embodied in 
the memorandum regarding the contractual liability. 


Bond, note and preferred stock stipulations—Nearly all 
agreements entered into by corporations which sell their securities to 
the public contain such provisions as that for the maintenance of ade- 
quate net current assets. There are provisions which are common 
to all such agreements and there are special provisions in almost 
every agreement. 

An example of some of the provisions contained in a carefully 
drawn agreement will be found in Appendix B, page 797 et seq. 
It contains definitions of the following: 


Current assets 
Current liabilities 
Net current assets 
Fixed assets 

Net tangible assets 
Gross income 

Net income 

Fiscal period 
Constituent companies 
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In one of the American Institute Bulletins it was stated that 
even though a preferred stock had a retirement provision, it was not 
necessary to mention the amount on the balance-sheet. Some audi- 
tors are too much like some lawyers. They are obsessed by the dis- 
tinction between what legally is due and what inferentially is due. 
In the question appearing in the Bulletin it was obvious that part of 
the preferred stock would be retired soon after the balance-sheet 
date. The holders might not have been able to sue for it, but what 
difference did that make? A material fact was concealed if the 
imminent payment as a contingent liability was omitted from the 
balance-sheet. 

Failure to observe stipulations is dangerous because default may 
automatically transform long-term liabilities into current liabilities 
and authorize large immediate expenditures for the protection of 
creditors. In all cases copies of the agreements must be obtained 
and read. Any substantial variance from the terms must be men- 
tioned in the balance-sheet. 


Orders of regulatory bodies.—In the audits of public utilities 
a familiarity with the routine of state public-utility commissions is 
required because some of the regulations differ from what may be 
termed regular accounting procedure in the treatment of certain 
accounts. For example, the normal procedure of showing a balance- 
sheet allowance for doubtful accounts as at the close of the year is 
prohibited under the regulations of the Massachusetts Department 
of Public Utilities. It is often necessary to obtain proper approval 
of state bodies for certain transactions ; for instance, in Massachusetts 
an allowance set up for any specific purpose cannot be diverted to 
other use without sanction of the Department of Public Utilities. 


Pooling of electric power.—The current expansion and de- 
velopment of hydro-electric power has given rise to new conditions 
such as the pooling of electric energy for purposes of inter-change 
of power between companies with mutual advantage to all con- 
cerned. For example, three companies entered into an agreement 
for inter-change of electric power. A had hydro plants and an 
auxiliary steam plant, while B and C operated economical steam 
plants. When there was plenty of surplus water for generating 
a supply of energy, A could supply low-priced hydro power to B 
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and C at less than their own generating cost per kilowatt-hour. When 
water was low it would become necessary for A to supplement its 
hydro supply by energy generated at its auxiliary steam plant at a 
high cost per kilowatt-hour. The pool arrangement made it possible 
to obtain at a less price a supplemental supply of steam power gen- 
erated by B and C. Conditions of this kind require the examination 
of agreements or of pool reports to see that amounts billed between - 
companies are properly recorded and that pool profits are properly 
distributed among the participants. 


Contracts and agreements.—Public-utility companies always 
have a large number of operating agreements, either with other 
utilities or with customers and others. The contract files should be 
scanned and all agreements examined because often such contracts 
disclose important contingent liabilities. This feature is especially 
important if the investigation is being made for prospective buyers 
of the properties or for investors. 


The minute book.—The auditor should call for all minute books. 
at the commencement of each audit. Experience has shown that the 
minute book is a prolific source of information as to contingent liabili- 
ties. Some time ago, for several years in succession one of the 
largest corporations in this country issued its annual reports, contain- 
ing an auditor’s certificate which said in effect: ‘The balance-sheet 
is correct, subject to any adjustments which may be indicated by 
the minute books, which we were requested not to read.” The prac- 
tice must have aroused adverse comment since subsequent certificates 
were unqualified. 

If the minute books contained evidence of liabilities or of changes 
in assets, as might be inferred from the refusal to submit them to the 
auditors, how much faith can the directors expect the stockholders 
and the public to have in their report? On the other hand, if the 
contents of the minute books are harmless, why should the auditors 
be refused access to them, thus giving rise to unfavorable comment ? 

The auditor should always insist on an inspection of the minutes 
of stockholders, of the board of directors, and of the executive or 
any other committee of the board. If permission is withheld, his cer- 
tificate should be written with the qualification which has been sug- 
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gested, and the auditor should remember that special care should be 
taken in passing upon balance-sheet items which may be affected by 
the action of a board of directors. 


PoINTS INVOLVED.—The following points may be involved: con- 
tracts for additions to, or for new plant equipment; purchase of other 
corporations or large interests within; contracts for future deliveries 
of goods and materials in unusual. quantities; payments of bonuses 
and special compensation to officers and others out of past profits, 
the actual payment to be made at a future date; settlement of pend- 
ing litigation and disputes regarding tax and similar obligations, for 
sums in excess of the liability carried in the books; possibility of 
litigation, such as alleged infringement of patents, which might seri- 
ously affect the value of assets; contracts or agreements which might 
tend to increase the assets or reduce the liabilities. These are only a 
few of the matters which a reading of corporate minutes reveals to 
the auditor. 


ILLUSTRATIONS.—Usually there is a disposition to conceal from 
an auditor evidence of contingent liabilities, the thought being that 
he may feel it his duty to mention or provide for them in the balance- 
sheet. Less frequently, good news is withheld in order that the 
balance-sheet may appear as bad as possible and thus give the direc- 
tors time to acquire stock below its value. 

The author once insisted on reading the minute book of a street 
railway company. The president’s reluctance to produce the book 
was explained when it was found that, at a meeting which the presi- 
dent attended, he had agreed to accept common stock of the company 
at par for his services. He, however, directed the treasurer to pay 
him in cash. As the stock was worth only a few dollars a share, his 
disinclination to carry out his agreement was natural, perhaps, but 
illegal and dishonest. He was obliged to adjust the matter. 

If an officer of a corporation is found to be interested as a partner 
or otherwise in an outside enterprise with which the corporation has 
business relations, the relationship should be carefully noted and it 
should be ascertained whether it has been authorized by the board 
of directors or not. If not so authorized, the directors should be 
required to take some formal action in order to avoid possible subse- 
quent criticism. The officer, for his own protection, should welcome 
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such a course; but if he does not, the auditor himself should bring 
the matter to the attention of the board. 

The author, while auditing the accounts of a chain-store company, 
found that the treasurer of the company was interested in a concern 
supplying the fixtures to the various stores owned. The price of 
the fixtures seemed extremely high and the chain store company was 
very unsuccessful. The coincidence seemed important enough to 
warrant mention of it in the report. The directors, however, sus- 
tained the treasurer and discharged the auditor. As the board had 
authorized the capitalization of a lease and the writing up of another 
item equally reprehensible, crediting both fictitious items to sur- 
plus and using the entire surplus for dividends, the auditor, being on 
record as to all of the questionable transactions, cheerfully retired 
without any effort to defend his position. Two years later the com- 
pany went into bankruptcy. 

In a New Jersey receivership proceeding, it appeared that the 
minutes of the board of directors contained much information rela- 
tive to finances and operations which had not been disclosed to the 
stockholders in the annual statement. The company had not em- 
ployed professional auditors. These illustrations show the impor- 
tance of an examination of the minute book. 
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Reserves 


There can be no net income until allowances and provisions for 
all expenses and losses have been made. If the allowances and pro- 
visions are called reserves misunderstandings occur and misstate- 
ments are made. It is proper to reserve net income or surplus from 


distribution to stockholders. 


The status of so-called reserve accounts was for many years un- 
satisfactory from the point of view of the professional auditor, chiefly 
because the term “reserve” was indiscriminately applied to items 
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which are essentially different. Thus an inspection of balance-sheets 
discloses that the following accounts are called “reserves”: provision 
for probable losses on accounts or notes receivable; accounts set up 
to cover depreciation of plant and other assets such as patents, trade- 
marks, etc.; discounts which it is expected will be deducted by trade 
debtors ; arbitrary charges against surplus to provide a book account 
for “working capital’; sinking-fund accounts to take care of de- 
pletion of mines, or to retire bonds at maturity. 

Corporate officers who had something to hide gathered together 
deductions from assets such as depreciation, bad debts, etc., and 
showed the aggregate as reserves in the balance-sheet as if it were 
part of surplus. Financial writers, many of whom are interested 
in the stock market, add reserves to surplus. What started in good 
faith became a vehicle of deceit. A movement to correct this condi- 
tion has started because it had to start. 

There would be no objection to the term “reserve for deprecia- 
tion” were it not for the tendency to condense balance-sheet items by 
including in one amount all reserves and all surplus accounts, and in 
other cases to show the aggregate of all reserves without differentiat- 
ing between reserves properly deductible from assets and reserves 
which are segregations of surplus. 

The word “reserve” need not be used for allowances or estimates 
affecting the valuation of assets, as the allowances may be deducted 
from the assets, or if shown on the liability side of the balance- 
sheet may be designated as allowances deductible from specific assets. 

Bankers have declared that all items which affect the ratios of 
certain classes of assets to certain classes of liabilities must be 
grouped under proper classifications or be self-explanatory, and that 
the word “reserve” when used without further description will be 
assumed to refer to merely possible losses and never to those which 
can be definitely foreseen. 

The author has noticed several published certified balance-sheets 
in which the item “reserves” appears without explanation. In, no 
case is the reserve included in current liabilities, although the infer- 
ence is justified that probable losses in the liquidation of accounts 
receivable and inventories are included. 

In a recent stock offering the balance-sheet showed accounts pay- 
able, etc., and the sum was called ‘Total liabilities.” Next followed 
“Reserve for taxes,’ which was a large amount, and then came 
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“Other reserves.” If the latter item was as much of a current lia- 
bility as the tax item, the balance-sheet was very misleading. Prob- 
ably the only way to stop this sort of practice is to withdraw the word 
“reserve” from use. Auditors who certify to such misleading or 
unreadable balance-sheets are not serving their clients well, because the 
sophisticated reader decides that lack of clearness arises from a desire 
to hide some unfavorable factor. 

For these and other reasons the author would like to see the use 
of the word restricted to such an extent that there can be no misun- 
derstanding. When it is intended that gross values shall be reduced 
to allow for depreciation, bad debts, shrinkage of inventory values, 
etc., the word “allowance” is more descriptive and it is now used in 
balance-sheets of corporations of the highest standing. For every 
kind of estimated or accrued liability descriptive terms can just as 
well be used. Accrued taxes is a better term than “reserve” for 
taxes. In this chapter and throughout this book the word “reserves” 
is used only to describe appropriations or reservations of surplus. 


Reservations of surplus.—If we designate valuation adjust- 
ments and accrued or contingent liabilities by their descriptive names, 
we are able to restrict the use of the word “reserve” to allocations 
or appropriations of surplus. This should prevent much misunder- 
standing on the part of readers of balance-sheets. 

Such reserves as those for inventory changes, replacements, obso- 
lescence or fire losses may form part of surplus, and there will be no 
reserves shown as deductions from assets or as liabilities. Thus the 
misuse of the term will cease. 

Inventory reserves are highly commendable but auditors should 
not use the term unless the meaning is clear to everyone who has any 
proper interest in the balance-sheet. The word “reserve” when used 
in reference to inventories should mean that the inventories have been 
valued at the lower of cost or market, and that a “reserve” has been 
set up which if credited against such valuations would reduce them 
below the stated amounts. This has been the practice of the United 
States Steel Corporation and other large corporations. 

If inventories as set up in the balance-sheet are valued on a basis 
other than the lower of cost or market, any adjustment account 
should clearly indicate its complete purpose and meaning. Fr illus- 
tration, if a concern carries inventories at market, which includes 
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appreciation or expected profits, and it is desired to set up a reserve 
to reduce the asset to the lower of cost or market the adjustment 
account should be “Allowance to reduce inventories to cost.” It is 
not a reservation of surplus and should not be called a reserve. 

When accounts represent sums set aside, after the net income of 
an enterprise is properly determined, to conserve its financial interests 
by reducing the surplus available for dividends, the sums in reality 
form part of the general surplus of the business. In preparing bal- 
ance-sheets, these accounts should be stated as a section of the surplus 
account. 

Reserves for retirement of bonds, notes, or preferred stock, for 
working capital and for contingencies are examples of surplus re- 
serves. The chief purpose and value of such reserves is to prevent 
the payment of dividends until certain obligations are met, after which 
the reserves should be transferred back to surplus unless for some 
good reason it is not proper to do so. If there is no reasonable chance 
that reserves will be restored to surplus, it is plain that the reserves 
were improperly created—they should have been debited to income 
instead of to surplus in the first instance. 

In defining the term “net income” the main difference between 
the decisions of the courts and good accounting practice is that the 
courts uphold the principle that when so-called gross income is inde- 
terminate or doubtful all items of income must be appraised at their 
net value, or entirely omitted from a computation of net income until 
the outcome is definitely ascertained, whereas accountants include all 
earnings in full in gross income and appraise the net value at the end 
of accounting periods by means of allowances or accruals. The net 
result is the same, viz., the net income for each period is stated on the 
most accurate basis possible. Of course in such computations there 
is much estimating but careful estimates make for accuracy. All bal- 
ance-sheets and income statements are based to some extent on esti- 
mates. Inaccurate balance-sheets and income statements are those in 
which the least care is given to estimates. Accurate balance-sheets and 
income statements are based upon careful estimates. 

The auditor’s duty is to segregate the accounts so that the distinc- 
tion in a balance-sheet between liabilities and net worth will be ap- 
parent at a glance. It should not be necessary to make elaborate 
calculations to determine capital and surplus. 

Whenever possible, allowances and provisions for losses should 
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be deducted from the assets to which they relate ; but if there are good 
reasons for stating the gross amount of the assets on one side and 
the allowances against the assets on the other, the allowances must be 
included among the liabilities in order that the aggregate of one side 
may be deducted from the other so as to determine net worth. Ad- 
vocacy of this procedure does not affect the criticism of the form of 
balance-sheet which shows on one side or the other items which are 
not assets nor liabilities nor deductions from either class. Any 
amount directly related to an actual asset or liability may be grouped 
with it without violating the rule against the misuse of these two 
terms. 

Good accounting practice requires that all the adjustments neces- 
sary to reduce gross income to net income shall be clearly segregated 
from surplus in any form. Therefore the adjustment of asset ac- 
counts and accrued liabilities will be discussed in other chapters. 
Reservations out of surplus will be discussed in this chapter under 
the caption “Surplus,” page 328 et seq. 


Capital 


Having discussed the asset side of the balance-sheet, and having 
enumerated all the obligations, certain and uncertain, which should 
appear on the opposite side, the auditor should devote particular atten- 
tion to the treatment of what may be termed the net worth of a firm 
or corporation. By this is meant the excess of assets over liabilities. 

Because of the distinction between capital stock and surplus which 
for legal reasons is observed in the case of corporations (a distinc- 
tion which does not obtain in case of individual proprietorships or 
partnerships), and because of the ramifications of “‘surplus,” it will 
be more convenient to deal only with the capital stock of corporations 
under the caption of “Capital” and to discuss surplus under a separate 


heading. 


Individual proprietor’s capital—In an individual proprietor- 
ship there will seldom be any documents to examine with respect to 
capital paid in. The excess of assets over liabilities at any given date 
represents the proprietor’s capital. Changes in the capital between 
one audit date and another should, however, be analyzed and verified. 
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Partnership capital—tIn auditing partnership accounts the 
auditor will need to read carefully the partnership agreement. Such 
agreements not only show the basis on which profits and losses shall 
be shared but frequently contain provisions as to fixed amounts of 
capital to be maintained by the various partners, loans by partners in 
certain circumstances, interest on partners’ capital and loans, limita- 
tions on withdrawals, etc. Naturally it is the duty of the auditor to 
report any failure to carry out all such provisions. 

Some partnerships conduct business without any written partner- 
ship agreements. In such a case it is desirable for the auditor to 
make certain that the partners all know the basis on which the ac- 
counts are kept, particularly as to distribution of profits or losses and 
as to interest on partners’ capital. Perhaps the most effective indica- 
tion of such understanding is the custom followed by some firms of 
having each partner sign annually the financial statement on which the 
partners’ accounts appear. 

As in the case of an individual proprietor, the auditor should 
analyze and verify the correctness of changes shown in the capital of 
the partnership between audit dates. In addition to the effect on 
the increase or decrease in the partnership capital resulting from cur- 
rent profits or losses, there may be contributions of additional capital 
and there will be withdrawals by the partners. 


Capital Stock 


Treatment in the balance-sheet.—On the balance-sheet each 
class of stock must be stated, with amount authorized, issued and in 
treasury. In the case of companies with cumulative preferred stocks 
outstanding, a note must be made in the balance-sheet of the dividends 
accrued but not yet declared, as this has an important bearing on the 
equity of common or other classes of stock junior to the preferred 
issue and of issues on which cumulative dividends are unpaid. 

Primarily a balance-sheet is prepared for the information of the 
proprietors (including stockholders) whose assets and liabilities are 
shown. As the sole interest of the proprietors is to ascertain the net 
worth of their property, the logical form of a balance-sheet is to show 
the net worth clearly. But this is not done when under the general 
heading “liabilities,” there appear in the following order: capital 
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stock (not a liability), accounts, notes payable, etc., reserves (some 
being liabilities, some not), and surplus. 

The average investor does not understand accounts. How can 
he determine the net worth of the business of which he is a part 
owner? The proper way to enlighten him is to classify the balance- 
sheet items and show the excess of assets over liabilities and the items 
of capital, or capital stock and surplus, representing the excess. If 
it is desired to set aside part of the surplus for other purposes, the 
segregation should be shown on the balance-sheet. In the case of a 
corporation, all capital stock and surplus items should be grouped 
together in the balance-sheet; when feasible one footing should be 
shown of the aggregate which constitutes the net worth of the cor- 
poration. 


AUDITOR’S CERTIFICATION LIMITED.—Whether stock is issued 
with or without par value, it is customary for the directors to fix the 
values of the assets paid in for such stock. Although an auditor is 
not supposed to certify to anything which he knows is not true, we 
have not yet reached the point where an auditor is justified in volun- 
teering an opinion that capital stock issued in payment for property 
acquired is not full-paid because in his estimation the property is not 
worth the amount’of stock issued for it, whether at par or at stated 
values to be ascribed to no-par-value shares. Of course, in a special 
investigation, an auditor may be asked to investigate points of this 
kind, but in an ordinary audit where stock has been issued for prop- 
erty, and the records are in satisfactory shape, the auditor is not 
compelled to challenge the good faith of the directors. 


ASSESSMENTS ON CAPITAL STOCK.—In most states assessments 
cannot be levied on fully paid stock. In other states, notably Cali- 
fornia, Kansas and Minnesota, and on all national bank stock, assess- 
ments may be levied. Assessments constitute additional capital con- 
tributions and should be credited to capital accounts. Obviously, sub- 
sequent dividends should not be paid out of funds derived from as- 
sessments. When the proceeds of assessments are credited to earned 
surplus the effect is the same as if the capital stock account were trans- 
ferred to surplus available for dividends. Stockholders do not con- 
tribute money as capital with the expectation that it will be repaid in 
the guise of taxable income. 

When assessments are levied to be applied against deficits the 


320 AUDITING—THEORY AND PRACTICE [Ch. 15 


credits should be made in the way described. Transfers from the 
capital accounts should be supported by action of the directors and 
be properly reflected in the published accounts. 

When it is desired to wipe out a deficit other than’ by assessments, 
capital stock may be reduced by statutory means. The resulting 
credit may be used to offset the deficit as part of the original capital 
has been lost and the entries correctly interpret the facts. 


VERIFICATION OF OUTSTANDING STocK.—In the first audit the 
auditor should examine the corporation’s charter or certificate of 
incorporation, authorizations for increases or decreases of capital 
stock or changes in form, the by-laws, and the board minutes for 
information relative to the authorization, subscription, payment and 
issuance of the capital stock. In subsequent audits only increases or 
decreases in capital stock need be noted. 

The corporation law of the state in which the company is incor- 
porated with particular reference to capital stock, should be investi- 
gated as it may contain provisions peculiar to the state, which may 
be of considerable importance to the auditor. For example, the 
statutes of Illinois provide that in case of issuance of additional capi- 
tal stock subsequent to the granting of the certificate of incorporation 
or in case of increase in capital stock, the stock is unlawful until a 
sworn statement has been filed with the secretary of state reporting 
its issuance. The sworn statement must be filed within ninety days 
of the issuance of the stock or else the stock is unlawfully issued 
and the persons to whom such stock was issued may recover from 
the corporation the amount paid in, plus interest and reasonable 
attorney fees. In such a case the persons holding the unlawful stock 
certificates become general creditors instead of owners. 

The capital-stock certificate books and the stock ledgers should 
be examined for the purpose of verifying the number of shares 
outstanding. In case the capital stock is handled through a registrar 
or transfer agent, confirmations of the outstanding stock should be 
obtained from him. 

Certificates from registrars or transfer agents should be requested 
in all cases, but they cannot be accepted as conclusive evidence that 
there is no additional stock outstanding, as the holders of certificates 
of stock rarely pay any attention to the certifications of registrars 
ar transfer agents. There have been so many fraudulent overissues 
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of stock that the auditor must not depend too much on routine 
safeguards. 

Any issuance of stock in excess of the authorized number of 
shares would be detected in a comparison of the corporation records 
with the confirmations. In every case the proceeds of capital stock 
shown by the records to have been issued should be traced into the 
corporate funds. 


An illustration—The author’s attention was called to a case in 
’ which the president of a bank drew certificates of stock in his own 
name, and filled in the stub of the certificate for 2 shares and the 
certificate itself for 200 shares. The cashier had previously signed 
the blank certificate. Proper payment was made for 2 shares. The 
certificate was then sent to the registrar’s office and duly recorded for 
200 shares. The president sold this stock and fraudulently retained 
the proceeds. All the stock had not been issued, which explains the 
action of the registrar. If there were an overissue, the registrar 
would refuse to validate the stock. 

In this case the certificate of the registrar would have disclosed 
the fraud to the auditor. 

If stock has been sold on the instalment plan, the auditor should 
ascertain that payments have been made in accordance with the terms 
of sale. If special terms have been extended to any stockholder, the 
action should be approved by the board. 

Trust agreements relative to the sale of capital stock should be 
examined in order to determine that all provisions are being carried 


out. 


RECORDS ON FILE IN PUBLIC OFFICES.—In states such as Massa- 
chusetts careful auditors sometimes ascertain from the public records 
(1) the kinds and amount of capital stock and other obligations 
authorized for issue and actually issued, (2) the exact consideration 
for which the securities were issued, and (3) the powers and pur- 
poses of the corporation, Other matters sometimes brought to light 
by such an examination are the details of the last balance-sheet filed 
with the state, changes in officers, rights of the holders of the various 
kinds of securities, provisions for sinking funds, and redemption 
and conversion features. While most of this information will be 
found by the auditor in examining the minutes of the corporation, 


222 AUDITING—THEORY AND PRACTICE [Ch. 15 


the official public records should be in complete agreement with them 
and due notice should be taken of any differences. 

These comments are suggestive only, as auditors usually are jus- 
tified in relying on information which they obtain in the clients’ offices. 
The statutory requirements in other states may be more rigid than 
in Massachusetts. The procedure is mentioned because it is regularly 
followed by some auditors. 


REDEMPTION OR LIQUIDATION VALUE OF PREFERENCE STOCKS TO 
BE SHOWN ON BALANCE-SHEET.—There are many issues of stocks ~ 
which contain restrictive or preference provisions. These are vari- 
ously called preferred, class A, class B, debenture, etc. It would 
require an entire chapter to discuss them. The auditor’s duties are: 
(1) to investigate the details of the issues; (2) to set up the various 
classes of stock so that the owners of junior issues will know what 
is ahead of them in dividend distributions, in redemption possibilities, 
and in liquidation. The question of rights in liquidation is sometimes 
given major attention, but the dividend and redemption possibilities 
are more important. 

It may require long explanation to describe dividend and redemp- 
tion provisions, but the auditor is charged with the duty of declining 
to certify a balance-sheet unless it is an accurate picture. 

If legal ingenuity has produced so many complications that the 
essential provisions cannot be explained on the ordinary balance-sheet 
the auditor can state in his certificate that owners of junior issues 
are on notice to look into their status and rights. 

It is to the credit of many corporations that they use all the 
space and words which are necessary to differentiate the extraordi- 
nary equities which now exist among many classes of stock. The 
author, however, has heard many criticisms of so-called “trick issues” 
which are a mystery to all except the inventors. The auditor must 
have no part in assisting to perpetuate the mystery. 


ACCUMULATED UNPAID DIVIDENDS ON PREFERENCE SHARES.— 
When there are accumulated unpaid dividends upon preferred stock, 
the aggregate amount unpaid should be shown in the balance-sheet ; 
otherwise the equity of junior issues is overstated. 


TAXES ON CAPITAL stocK.—The federal government imposes a 
stamp tax on each original issue of stock, whether at organization 
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or reorganization. The stamps representing the tax imposed are 
required under the law to be attached to the stock books and not 
to the certificates issued. The auditor should refer to the stock 
certificate book and assure himself that the tax has been paid and 
the proper stamps have been affixed to the stubs. Penalties are 
imposed upon the taxpayer for failure to comply with this law. In 
the case of some companies, for example mining companies, when 
large blocks of stock are issued, if the taxpayer has failed to comply 
with the law the tax and penalties may amount to a considerable sum. 


No-par value steck.'—When capital stock has a par value, the 
term “capital stock’? represents merely the par value. When stock 
having no par value is issued, the term “capital stock” includes the 
entire excess of assets over liabilities represented by the whole 
number of shares issued. If there are shares of par value and also 
shares of no-par value, the term “capital stock” means the total par 
value of the par value shares and the balance of the excess of assets 
over liabilities as representing the no-par value capital stock. 

The method of verification of the total number of shares outstand- 
ing does not differ from the procedure suggested for par value stock.? 
The amount at which the stock is carried usually represents the 
proceeds of the sale of the stock. In some states the corporation 
laws require a minimum or stated value to be paid for each share 
authorized, even though a less number of shares may be issued. 
There are so many special provisions that it is not practicable to 
enumerate them in this book. The auditor can readily procure copies 
of the requirements in any state and be governed accordingly. There 
should be little difficulty in determining the best method of stating 
no-par value stock in a balance-sheet, although there are instances 
of improper statements which must be prevented or else the chief 
advantage of no-par value stock, viz., honesty in stating net worth, 


will be lost. 


STATED CAPITAL.—When assets are fairly valued at incorporation, 
the excess over liabilities should appear as paid-in capital, irrespec- 
tive of the number of no-par-value shares authorized or issued. The 
number of shares issued should be so stated that it will be possible 


1 For a more detailed discussion of no-par value stock see the Financial 


Handbook. Page 1624 et seq. 
*See page 320 et seq. 
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to calculate at a glance the book value of each share. The number of 
shares authorized should be stated for information purposes. When 
state laws require a stated value to be paid in and shown for each 
share, the aggregate may be shown in one amount and the excess 
of net worth may be stated as capital (or initial) surplus. 

Frequently a charter provides for a stated value per share which 
may be increased from time to time at the discretion of the directors. 
In such a case the stock should appear at the stated value plus all 
properly authorized additions. 

The following extract from the Ohio General Corporation Act, 
1927 is of interest: 


Section 37. Every corporation subject to this act shall have and 
shall carry upon its books a stated capital, which shall be an amount 
not less than $500, except as otherwise provided in respect of consoli- 
dated corporations, shall be equal to 

(1) the aggregate par value of outstanding shares having par 
value, including therein treasury shares, plus 

(2) the aggregate amount of consideration received for its out- 
standing shares without par value, including therein treasury shares, 
except such portion of such consideration as shall have been ex- 
pressly received and applied by the corporation as paid-in surplus; 
or if the shares without par value have been substituted for shares 
with par value, the aggregate amount of consideration received for 
such shares without par value shall be deemed to be the amount 
of the par value of the shares for which they were substituted, 
unless at the time of such substitution the stated capital of the cor- 
poration was reduced by appropriate proceedings, plus 

(3) such amount as may be transferred from surplus to stated 
capital upon the declaration of a share dividend, plus 

(4) in the case of a corporation having shares without par value, 
such amount as may be transferred from surplus to stated capital. 


When the term stated capital is used the account should contain 
no other items such as generally appear in capital surplus. 

Auditors should not deal with stated capital as if it were synony- 
mous with par value. Statutory stated capital merely means the mini- 
mum value which may be ascribed to each share. The facts are shown 
when the entire amount paid in is stated as capital stock and the 
stated value is shown in parentheses. The chief reason for the in- 
vention of no-par-value stock was that it would help to paint a true 
picture of the capital structure of corporations. It is not a true 
picture when part of capital is called initial or capital or paid-in sur- 
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plus, and later on the lawyers tell the auditors that they must not 
invent new terms, and the words “initial” and “capital” are dropped, 
and soon we have left only the word “surplus.” The natural infer- 
ence is that unqualified “surplus” means “earned” surplus, Thus we 
proceed in a legal if misleading way from capital to surplus available 
for dividends. 


CONTRIBUTED CAPITAL SHOULD NOT BE CALLED SURPLUS.—The 
distinction between contributed capital which is to be called capital 
and that which is to be called surplus probably rests on the contracts 
between stockholders which are expressed in certificates of incor- 
poration and similar legal instruments, with which the attorneys for 
the corporation are familiar—because they wrote them. 

But who ever heard of a stockholder who read a certificate of in- 
corporation? Is it not rather silly to say that paid-in capital may 
be paid out in dividends because the stockholders decided that it 
should be so? 


Restrictions affecting transfers of capital stock.—Some cor- 
porations have special clauses in their by-laws which restrict transfer 
of capital stock. In several cases this has been held to be illegal and 
such clauses void on the ground that capital stock is personal property 
and its sale should not be unduly restricted. The restrictions are 
binding upon those who have notice of them but are not binding upon 
innocent purchasers for value. When stock is sold to employees 
and deliveries of the certificates are made, there is an implied power 
of assignment. When it is desirable that the right to transfer the 
shares be limited, the result can be obtained by printing the restric- 
tions on the certificates. Any reasonable agreements among stock- 
holders may be enforced if care is taken to prevent transfers to those 
who have no notice of the agreements. This is a question which 
arises in a great many close corporations and the auditor should be 
in a position to give advice about it. 


Stock dividends.—A stock dividend is a dividend declared by a 
corporation, payable in stock of the same corporation, As there is no 


* Johnston v. Laflin, 103 U. S. 800; McNulta v. Corn Belt Bank, 164 Ill. 
427; Quiner v. Marblehead Social Insurance Co., 10 Mass. 476; Morris v. 
Hussong Dyeing Machine Co., 81 N. J. Eq. 256; Steele vw. Farmers’, etc., 
Association, 95 Kan. 580; 148 Pac. 661; Kretser v. Cole Bros., etc., Co., 193 
Mo. App. 99; 181 S. W. 1066; Longyear v. Hardman, 219 Mass. 405. 
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actual change in the stockholders’ interests, stock dividends are dis- 
tinguished from cash and property dividends in which actual distribu- 
tions take place. When a stock dividend is declared there is a debit 
to surplus and a credit to capital stock. The surplus is said to be 
capitalized. From the point of view of the auditor, no question of 
principle is involved. Dividends paid in no-par shares are discussed 
on page 645. 

A stock dividend conveys nothing to a stockholder which he did 
not possess before. The assets remain the same; the earning capac- 
ity is unchanged. The increased number of shares does not enable 
the corporation to charge more for its products. If the new shares 
in the aggregate sell for more than the old shares it is due to senti- 
ment or ignorance—not to logic. Unlike cash dividends, there is no 
objection to declaring stock dividends from capital surplus or from 
other surplus accounts, such as premiums on capital stock. It is im- 
portant, however, that the recipients of stock dividends which are 
not charged to earned surplus should be fully informed as to the 
source of the dividends in order that stockholders may not receive 
a wrong impression of the earnings of the corporation. The auditor 
should take care to mention the facts prominently in his report and 
certificate. 

The subject is discussed also on page 644 et seq. 


Forfeited capital stock subscriptions——When subscribers tc 
capital stock have not paid their subscriptions in full and the part 
payments have been carried to surplus, the auditor should satisfy 
himself that the corporation has a legal right to retain the amounts 
paid in. 

In any event the payments do not constitute current income, as 
they arise from capital sources. The proper credit is to capital sur- 
plus, but there probably is no legal inhibition against distributing 
such payment in dividends although the moral inhibitions may be 
sufficiently clear. 

It is quite possible that state corporation laws may require that 
the partly paid stock be offered for sale and the proceeds be accounted 
for to the original subscriber. 

In Illinois Rural Credit Association’s Appeal (3 B.T.A. 1178) 
the Board of Tax Appeals held that payments made on capital stock 
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subscriptions, which were declared forfeited, are capital receipts and 
as such are not income to the corporation. 


Proceeds of sale of treasury stock.—When capital stock is 
donated to a corporation the proceeds of its subsequent sale are capi- 
tal. When stock is purchased in the open market and resold, the 
profit or loss should appear in the income account. There is, in such 
a case, virtually no difference between dealing in its own stock and 
in the stocks or securities of other corporations. It has been urged 
that when a corporation purchases part of its stock, it is a capital 
transaction because its outstanding stock is reduced and its surplus 
increased or decreased; if stock is purchased below par, surplus is 
increased ; if stock is purchased above par, surplus is reduced. When 
stock is purchased or acquired for permanent holding or for formal 
reduction of outstanding issues, it is proper to treat it as a capital 
transaction; but when a corporation buys 100 shares of its own 
stock at $80 a share and immediately sells it for $90 a share, the 
gain of $1,000 is no more a capital gain than if the purchase and 
resale were of any other security or commodity. 

The United States Treasury has ruled that neither taxable profit 
nor deductible loss can arise from transactions by a corporation in 
its own treasury stock. This ruling however, has nothing to do with 
commercial profit or loss. 


PURCHASE OF ITS OWN STOCK BY CORPORATION.—It has often 
been held that a contract made by a corporation for repurchase from 
an original subscriber to its capital stock is against public policy, 
ultra vires, and unenforceable. But when the stock to be repur- 
chased has been regularly subscribed and paid for at time of organi- 
zation of the company and has been donated to the company by 
persons who subscribed and paid for it, so that the corporation might 
use the stock for its benefit, it has never been held that an agree- 
ment to repurchase such stock could not be lawfully made by the 
corporation. When stock, subscribed and fully paid for, is turned 
back to the corporation, its status does not differ from that of any 
other asset which the company has power to sell; and it can make 
such agreement to sell as the dictates of sound business judgment 
may demand. If a company had sold some other asset, for example, 
a piece of machinery, with an agreement to repurchase it, there 
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could be no doubt that the agreement could be enforced, and it would 
not be ultra vires. In Simmonds v. Noland (253 Pac. 638) it was 
held that the treasury stock in the case did not differ from machinery. 


Premiums on capital stock—wWhen stock has been sold at a 
premium, the auditor should see that all premiums have been col- 
lected. The funds so realized should be credited to premiums on 
capital stock account, which should remain open and appear on the 
balance-sheet as a special surplus account. In no event, however, 
should the account be transferred to general surplus and thus be 
looked upon as available for cash dividends. It is probably legal to 
declare a cash dividend out of funds so raised, but such action would 
be sufficient to justify a charge of dishonesty against the directors 
who voted for it. The subject is discussed in detail on page 330. 


Surplus 


The term “surplus” in the balance-sheet should have a meaning 
as specific as any item of the assets or of the liabilities. The “sur- 
plus” of a corporation should represent an actual surplus, that is, a 
balance of net income after all necessary provisions or allowances 
have been made, including the reserves of surplus, such as working 
capital. The balance thus represents an amount safely distributable 
as dividends. 


Nature of surplus.—This does not mean that there must be cash 
on hand sufficient to pay the whole amount of surplus in dividends, 
but it does mean that, if at any time there are surplus funds, the 
directors can rely on the integrity of the surplus account and cannot 
lay themselves open to an action for paying dividends out of capital, 
or before reserves for compulsory sinking funds, etc., have been 
created. Surplus is just as much a part of capital as is capital itself. 
It becomes capital in fact from day to day as it accumulates, and it 
decreases from day to day by means of losses or dividends. It 
becomes capital in theory once a year—but only because of expediency 
or convenience. 


INVESTMENT OF SURPLUS.—People ask with respect to the surplus 
account: “Where is it?” “What asset represents it?” Anyone 
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familiar with accounts understands that there is no good reason for 
attempting to earmark certain assets as representing surplus; but 
there is some foundation for the skepticism which exists concerning 
the availability of many so-called surplus accounts. 

The best answer an auditor can give to these questions is to say 
that if the assets are not overvalued, the surplus truly exists in them; 
but that if any or all of the assets are overvalued, the surplus is ficti- 
tious to the extent of the overvaluation. 


SURPLUS IS NoT A “Funp.’—It is not unusual to find surplus 
accounts referred to as “surplus funds.” The terminology is incor- 
rect. Surplus accounts may represent funds if specific assets are 
segregated; usually, however, the amounts to the credit of surplus 
accounts are represented by undivided interests in net assets. The 
word “fund” connotes something that is tangible and its use should 
be limited to tangible assets. 


Analysis of surplus.—Verification of the surplus account really 
consists of an analysis of the items comprising the account to deter- 
mine their nature, whether they should be included or not, and how 
they should be stated. The balance of the account at the beginning 
of the period should be compared with the balance-sheet at that date 
and, if there is a difference, a reconciling statement of the differences 


should be prepared. 
Surplus, in the balance-sheet, should be divided into three general 


groups: 


1. Capital surplus 
2. Earned surplus 
3. Appropriated surplus 


Capital surplus.—Accretions to capital arising from reap- 
praisals, from gifts, from premiums on capital stock, etc., are known 
as “capital surplus.” When the amounts are substantial, a separate 
account should be kept for each, though one amount may appear in 
the balance-sheet for the aggregate. The excess of the book value 
of assets over liabilities and capital stock at the time of incorporation 
is also known as “paid-in” surplus.4 Subsequent contributions by 


* There is no real distinction between capital surplus and paid-in surplus. 
The latter term appears in excess-profits tax procedure as a convenient term 
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stockholders, in cash or property, when additional capital stock is not 
issued, are also a part of paid-in surplus. 

Profit from the sale of capital assets need not be credited to 
capital surplus. Capital surplus arises from contributions by the 
owners of a business—profits arising from any subsequent dealings 
with the public are not in the same class. There is little net or fina! 
difference between the profit arising from the sale of normal product 
and from the sale of surplus plant. Plant or property accounts may 
have been excessively depreciated so that apparent profits realized 
from sales do not represent actual net profits. When capital assets 
disposed of at a profit are to be replaced, it is not expedient (although 
it is not improper accounting practice) to credit the profits to earned 
surplus, as the gross proceeds of the sale presumably will have to be 
used in making the replacements. In such circumstances the profits 
should be credited to special surplus or to replacement accounts and 
not be made available for cash dividends.® 

It may be said, therefore, that profits arising from sales of capital 
assets are capital or special surplus or earned surplus, depending on 
the disposition of the proceeds. 

There are differences of opinion as to whether or not capital 
surplus may be used to pay cash dividends. Some good authorities 
hold that it may; others hold that it may not. It is a legal question 
to be settled by the courts. No matter how it is settled, auditors 
should take the position that the excess of assets at time of incorpora- 
tion constitutes the capital of the corporation, and that any payments 
of dividends out of such funds (except as liquidating dividends) are 
grossly improper—if not illegal. 

Balance-sheets should clearly show subsequent operations. Net 
income should be shown as earned surplus; a deficit should be shown 
on the balance-sheet as a deduction from capital surplus or stated 
capital. Concealment of a deficit, accomplished by closing it into 
capital surplus, without showing the two accounts separately, may be 
construed to be a deception on those who read the balance-sheet. 
There is no objection to applying a deficit arising from operations 
against capital surplus; but the practice is only permissible when the 
to describe capital surplus arising from specific sources. For discussion of 
paid-in surplus, see Excess Profits Tax Procedure, 1926, pages 135 et seq. 

° Under federal tax procedure, if property is involuntarily converted into 


cash, reinvestment of the proceeds in like property renders the profits non- 
taxable. See Income Tax Procedure, 1927, Vol. I, pages 412-13. 
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deduction is shown in the balance-sheet of the year when the deficit 
is sustained. 

The author reiterates that, even though state laws may permit 
corporations to fix the amount of capital which may not be impaired 
by the distribution of cash dividends, the privilege is purely technical 
and should not be exercised. 

Some writers draw a fine distinction between “capital contributed” 
by stockholders, which of course must not be distributed in dividends, 
and “contributions by stockholders to surplus” which may be paid 
out in dividends. There is just as much moral turpitude in paying 
a dividend out of so-called capital surplus as out of capital, because 
in every way, except the bare legal distinction, they are the same 
and should be equally safeguarded. 

The subject has been fully discussed by accountants. Good ac- 
counting practice requires that capital surplus at organization be 
clearly segregated and never be merged with surplus arising from . 
operations. The accounts should not be stated so as to excuse or 
justify in any possible way the use of capital surplus for cash divi- 
dends. If any doubt exists, the entire amount applicable to no-par- 
value shares at organization should be designated as capital, and the 
word “surplus” be omitted. 

Good accounting practice has been translated into law. The 
following appears in the Ohio General Corporation Act 1927: 


Section 38. ... The excess of consideration paid in by shareholders 
for shares having par value over the par value thereof, or for shares 
having no par value over the amount allotted to stated capital with re- 
spect thereto, shall be shown on the books of the corporation as a separate 
item designated “paid-in surplus” or “capital surplus.” In case all or 
any part of any cash dividend is paid out of such paid-in or capital 
surplus, the stockholders shall, at the time of payment, be notified of 


that fact. 
No distribution of capital shall be designated as, or made to appear 


to be, a dividend. ... 


Initial surplus—The term “initial surplus” is seldom used. 
When not fully explained it may be assumed to represent cash paid 
in above the par value or stated value of shares. It should not be 
used to describe the alleged excess of property valuations over par 


or stated value. 
In a recent offering of securities this caption appeared: “Common 


282 AUDITING—THEORY AND PRACTICE [Ch. 15 


stock and initial surplus represented by 1,252,885 shares without par 
value, $7,095,933.” 

A prominent accountant wrote to the author that he had made a 
diligent study of all the details of the circulars and was unable to 
determine whether the tangible and intangible assets were written up 
or written down to reach the amount stated. It is rather a pity that 
balance-sheet terminology should become more, rather than less, com- 
plicated as time goes on. 


Paid-in surplus——The term “paid-in surplus” aside from its 
meaning under federal revenue laws, means capital contributed by 
stockholders in excess of the par of par-value shares or in exeess of 
the stated value of no-par shares. It is a term which is little used in 
general practice. The term “capital surplus” is generally preferred. 
Nevertheless “paid-in surplus” has much to recommend it and it may 
in time be a good substitute for “capital surplus.” 

The Ohio General Corporation Act 1927 recognizes the term as 
being synonymous with “capital surplus.” When the term “paid-in 
surplus” is used the law provides: 

Section 23. If any part of the consideration received for shares 
without par value is to be treated as paid-in surplus, the incorporators, 
shareholders or directors, as the case may be, shall, at the time of fixing 
the consideration for which such shares are to be issued, fix and specify 


the amount of the consideration to be allotted to stated capital and paid-in 
surplus respectively. 


Surplus realized from appraisals——When an appraisal of tangi- 
ble property shows that the net asset accounts are understated on 
the books the excess usually arises from (1) appreciation in value, 
sometimes called unearned increment; (2) excessive depreciation 
allowances; (3) erroneous or intentional charges of capital items to 
maintenance. When the element of appreciation does not exist, the 
excess may be carried to earned surplus. It is never good practice to 
carry any unrealized increment to unsegregated or earned surplus. It 
may be carried to capital surplus unless the item is large enough to 
justify an item by itself. When the amount is large, failure to show 
it clearly may lead to deception. 

Surplus arising from revaluations must not be reduced by charges 
other than those which directly relate to the identical property which 
has been revalued. 


Ch. 15] BALANCE-SHEET AUDIT—SURPLUS: 333 


The trend in favor of the author’s contention is embodied in the 
Ohio General Corporation Act (1927): 


Section 38. ... Amounts of surplus arising from an unrealized 
appreciation of or a revaluation of fixed assets shall be shown on the 
books of a corporation separate from surplus profits and capital surplus 
ot paid-in surplus. ... 


Earned surplus.—Earned surplus (or deficit) should always be 
shown separately on the balance-sheet. This account should contain 
all entries relative to operations and dividends. Dividends, operating 
adjustments, losses, etc., should not be charged to capital surplus, 
except in extraordinary cases, as for example when property acquired 
at organization is sold at a loss, nor should surplus arising from 
reappraisals be credited to earned surplus. The balance in the 
account should reflect the net undistributed earnings of the company 
since incorporation. Auditors are on notice that this inference is 
iustified, unless the contrary is shown. 

Accretions to capital from earnings constitute “earned” surplus. 
In brief, the earned surplus account represents the balance of net 
earnings less transfers to appropriated surplus accounts, payments 
of dividends and any extraordinary charges, such as writing off 
goodwill or other intangible assets which may be sanctioned by the 
board of directors. 

The term “undivided profits” usually refers to the balance of 
current net income not transferred to surplus account in the books. 
There is no actual difference between the terms, “earned surplus” and 
“undivided profits,” except in the case of national and state banks 
and trust companies, which make a distinction and treat the amounts 
which are definitely transferred to surplus as additional capital. These 
amounts are not thereafter available for dividends. 

Extraordinary items arising from the operations of prior years 
should generally be set up in the current income account as special 
and separate transactions occurring within the current year, rather 
than as direct debits or credits to surplus account. In this way they 
will not be lost to sight in comparative statements. 

It is necessary sometimes to depart from this rule but the auditor 
should discourage the transfer of extraordinary items to the surplus 


account. ‘ 
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CAN THERE BE EARNED SURPLUS IN THE CASE OF MERGERS ?— 
When two or more corporations merge or consolidate the owners may 
assume that the old entities are continuing in a slightly different form 
and that the combined earned surplus of all will form the aggregate 
earned surplus of the new entity. 

This is true if the state law (as in New Jersey) permits the 
“emerging” corporation to be a continuance, but when a merger 
results in a new corporate entity continuance is a fictitious assump- 
tion. The auditor if in doubt should seek legal advice. 

When no new capital is contributed it can hardly be said that 
capital is being paid out in dividends, and this supports the argument 
that in a merger the earned surplus accounts of the predecessor com- 
panies may be continued. 


DEBTS DISCHARGED AT LESS THAN FACE AMOUNT.— Theoretically 
income arises when a debt is disposed of at less than its face or 
book value. The United States Supreme Court has held ® that the 
saving is not taxable income. The decision would seem to make it 
desirable to credit the discounts or savings to capital rather than to 
earned surplus. 


Current surplus— “Current surplus” is a caption used when au- 
ditors think it unwise to use the term “earned surplus.” If it ever 
comes into general use it will convey the meaning which earned 
surplus conveys today. 


Appropriated surplus.—Earnings which corporations set aside 
as not available for current dividends are known as “appropriated” 
surplus. This class of surplus should be divided into as many 
separate accounts as are necessary to show clearly all compulsory and 
voluntary segregations. 

As to compulsory segregation, we find the following reserves 
for retirement of securities: 


(a) Reserves for retiring bonds, notes, etc. 
(b) Reserves for retiring preferred stock. 


As to voluntary segregation we find: 


(c) Reserves for working capital. 


* Bowers v. Kerbaugh-Empire Co., 271 U. S. 170. 
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(d) Reserves for dividends. 

(e) Reserves for unrealized profits on instalment sales. 
(f{) Reserves for replacements when costs are increasing. 
(g) Reserves for obsolescence. 

(h) Reserves for fire and similar losses. 

(i) Reserves for inventory fluctuations. 

(j) Reserves for pensions and employees’ relief. 

(k) Reserves for plant extension. 


(a) Reserves for retirement of securities——Many issues of 
bonds, notes and preferred stock contain stipulations which require 
the setting up of reserve accounts. Some of the conditions upon 
which the reserves are based are these: realizations of wasting assets ; 
fixed instalments, i.e., specific sums or specific percentages of out- 
standing issues; dividends paid; stated percentages of net profits. 
There are many others. It is not necessary to enumerate the reasons 
for and the importance of providing the reserves, as such reasons 
differ according to the terms of the agreements under which the 
securities are authorized and issued. A careful reading of the text 
of the obligations or the preferred stock certificates will inform the 
auditor of the specific requirements to be met. 


PURPOSE OF SINKING-FUND AND RETIREMENT RESERVES.—It is 
not enough that reserve accounts be set up for sinking-fund and 
retirement reserves. The subsequent handling of the accounts is of 
equal importance. The requirements in some agreements are am- 
higuous; therefore a correct understanding of the intention of in- 
vestors (rather than the intention of the corporations) is of great 
importance. The underlying purpose of sinking-fund or retirement 
reserve accounts is to limit or prevent the payment of dividends on 
junior securities. In the case of bonds and notes the intention is 
to limit or prevent dividends on stock; in the case of preferred stock 
the intention is to limit or prevent dividends on common stock. This 
intention is defeated if the surplus available for dividends is not 
permanently reduced by the full amount of the reserves. The full 
amount of the reserves which corporations agree to set aside to 
retire bonds, notes or stocks must be set up and remain in appropriate 
reserve accounts until the full purposes of the requirements are met. 

Even though the reserve accounts are largely in excess of the 
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principal amount of the issues remaining to be retired through 
periodical instalments, it is not proper to transfer any part of the 
reserves to general surplus, unless the original agreement so provides, 
or unless the original agreement has been modified by unanimous 
consent of the interested parties. 

In view of the purpose of agreements containing sinking-fund 
provisions, any ambiguity must be decided in favor of the holders of 
the senior securities and against the holders of the junior securities. 


When reserves may be carried to surplus.—As a rule when 
any reserve from surplus has accomplished its purpose or when the 
purpose is changed the reserve should be credited back to general 
surplus. In some circumstances, it may not be proper to transfer 
special reserve accounts to general surplus even though the provisions 
in specific agreements are fulfilled. 


Sinking-fund reserves.—Allowances for depreciation, when cal- 
culated scientifically, should be deducted from the assets affected or 
else should be shown as liabilities. Sinking-fund requirements are 
usually in excess of actual depreciation or exhaustion provisions. 
Therefore proper methods must be adopted to show that sinking-fund 
requirements have been legally observed and at the same time 
the assets and liabilities should be exhibited as they are. 

For illustration, a mortgage covering coal lands may require the 
payment to the trustee of Io cents per ton of coal mined. The 
exhaustion charge based on engineers’ estimates may be 5 cents per 
ton. The reason for the difference is obvious—the holder of a bond 
does not care to take the chance of waiting until the last ton is 
removed before receiving the last of his principal. 


CORRECT PROCEDURE.—In order to sell bonds the security must 
be ample and a considerable margin must be allowed for errors in 
estimates. Frequently the mortgage will require that the sinking 
fund shall be a charge against earnings. This is reasonable, because 
it serves to prevent the payment of excessive dividends until ali the 
bonds are retired. However, there is no reason why the stock- 
holders should be kept in ignorance, in the meantime, as to the true 
earnings realized, even if the earnings are not entirely available 
for dividends while the bonds remain unpaid. 
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The way to show the earnings as exactly as possible is to deduct 
an allowance for exhaustion account from the asset (or include it 
among the liabilities) equal to 5 cents per ton, and create from earned 
surplus a reserve for sinking-fund account equal to an additional 5 
cents per ton as a segregated part of the surplus. After all the 
bonds are retired this reserve account is closed into the earned- 
surplus account. 

The allowance for exhaustion account should be sufficient to equal 
the book value of the property account by the time the coal is prac- 
tically exhausted. This rule applies irrespective of any special 
requirements for sinking-fund instalments, and irrespective of trust- 
deed provisions to the effect that such instalments are a charge against 
income. All fixed or wasting assets must be kept intact, either in 
their original form or by creating an equivalent in cash or some other 
satisfactory asset. The amounts required to maintain this equilibrium 
are charges against income, but as soon as the instalments are in 
excess of the requirements, the excess forms a part of the surplus 
of the business and should be shown as such. The question how 
much of the surplus it may be wise to pay in dividends is another 
matter. 

When the trust indenture does not require that sinking-fund in- 
stalments shall be charged against income the procedure which has 
been described is unnecessary. 


RESERVES FOR RETIRING BONDS, NOTES, ETC.—Reserves for sink- 
ing funds bear many different titles in published balance-sheets. The 
following captions appear on the liability side of balance-sheets bear- 
ing the certificates of well-known accountants: sinking fund; sink- 
ing-fund reserve; reserve for sinking fund; sinking fund accrued; 
reserve fund. 

The most descriptive and correct title is “reserve for retirement 
of bonds.” It is settled practice to use the term “reserve for retire- 
ment of preferred stock,” which is descriptive. The ordinary titles 
of sinking-fund accounts are not descriptive. When bonds are to be 
retired from time to time by purchase, etc., the account should be 
“reserve for bond retirement”; when a fund is being accumulated to 
redeem bonds at maturity, the account should be a “reserve for bond 
redemption.” 
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(b) Reserves for retirement of preferred stock.—Some law- 
yers and accountants argue that when any preferred stock is retired 
the surplus which had been segregated for that purpose should be 
restored to earned surplus. It is hard to believe that the provisions 
in preferred stock agreements should be so interpreted. If the reserve 
is not to be continued until the entire issue is redeemed why any re- 
serve at all? The original underlying purpose is that if a preferred 
stock issue is $1,000,000, there shall be reserved out of the profits 
$1,000,000 until the entire issue is redeemed. When $900,000 has 
been redeemed the reserve is reduced to $100,000 and the $900,000 
is paid to common stockholders in dividends, the holders of the pre- 
ferred stock will be in this position: 


Proceeds asalegourpreterreds Stocke® astern tiseiae sitiacran stetatectel sere $1,000,000 
INE. ssieehnats ee mare Bonice GOS dco Stke ROCIan BA OraulT oe NED mo Gene Spo o 1,000,000 
$2,000,00a 
Rreterred@stockmredeeneds wcrc emia cele talents: oreraiererdine hae $900,000 
PaidmtomCOmimon eStockwes aes etelels hdaiiaee ertere sie are iets orate 900,000 
$1,800,000 
Balance gin cttytictcho cus cee akesteke aete, ovaus eyain okao « Gneielete.beid cance sneuenensl wey atorstets $200,006 


The holders of the remaining preferred stock would hardly feel 
that the so-called reserve was much protection. But if the intent 
were clear to reduce the reserve to equal the balance of the outstand- 
ing stock the holders could not object. 

A corporation may increase its working capital by the sale of pre- 
ferred stock. It may set up a reserve for retirement, and in time 
retire the entire issue. In theory, when all of the preferred stock is 
retired the full amount in the reserve account may be transferred to 
surplus. In practice, creditors are asked to extend credit on the 
strength of balance-sheets in which are large reserve accounts segre- 
gated from surplus available for dividends. If a new balance-sheet 
is prepared in which the reserve account is merged with general sur- 
plus and is made available for dividends on the common stock, it may 
be contended that a distribution which would include any substantial 
part of the reserve is an improper diversion of working capital. In 
one instance a corporation sold a preferred stock issue of $1,000,000. 
After receiving the proceeds its total working capital was $1,500,000. 
It required additional funds and on the strength of its balance-sheet 
obtained a loan of $1,000,000. Its net earnings during ten years 


Ch. 15] BALANCE-SHEET AUDIT—SURPLUS 339 


were about $1,000,000, all of which were used to retire its preferred 
stock. It was intended to transfer the reserve account ($1,000,000), 
representing the retired stock, to general surplus. The creditors ob- 
jected on the ground that if any part of this sum were paid out in 
dividends the corporation would have less working capital than when 
the loan was made, although the company had earned $1,000,000 in 
the meantime; that they had relied on the. reservation of profits in 
the retirement account ; that there was no provision in the agreement 
whereby the reserve account could be transferred to surplus ; and that 
it was entirely reasonable that the common stockholders should not 
be permitted to receive funds which in effect were derived from bor- 
rowed money. 

The dispute was not litigated because the decision was left to the 
auditors, who decided that the reserve account must stand until all 
those who had a right to rely upon it were satisfied. 

A matter of increasing interest with regard to preferred stock 
issues is the obligation to retire part of an issue, usually at a consid- 
erable premium, at fixed dates, or under other specific conditions. In 
most cases these provisions are accepted at the formation or re- 
financing of a company when the future prospects seem to warrant 
large appropriations, out of earnings for the purpose of retiring pre- 
ferred stock. Unfortunately, these optimistic forecasts have not 
always been realized, and there have been many defaults. 

A question arises as to the status of a stockholder who owns stock 
on which a default has occurred. For instance, a corporation sold 
$750,000 of first preferred stock, subject to a provision for the re- 
tirement of $150,000 annually after the lapse of a certain period. 
When the first instalment became due the corporation was unable to 
meet its obligation. The certificate contained no provision relative to 
the treatment of overdue payments in the accounts or in the balance- 
sheets. The auditors declined to certify the balance-sheet until a de- 
cision was reached as to whether or not the amount represented a 
liability to be liquidated as soon as funds were available. So long 
as this possibility existed the position of the general creditors was 
subject to change. Finally it was decided to obtain an extension from 
all stockholders and upon satisfactory evidences to that effect the 
auditors approved the balance-sheet. 

No general rule can be laid down for the auditor’s guidance in 
such cases as this, but each case must be decided on its merits, The 
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most important facts for the auditor to ascertain are the rights of 
stockholders to insist upon payment and the aggregates and due dates 
of all probable obligations. These facts must be clearly shown in 
the balance-sheet for the information of creditors, prospective cred- 
itors and the other stockholders. 


(c) Reserve for working capital.—It has been held to be legal 
to set aside annually or at other periods out of the earnings of a com- 
pany a reasonable amount as a reserve for additional working capital, 
which is, therefore, not distributable in the shape of dividends. This 
reserve may be temporary or permanent, as the directors determine. 
It corresponds with the surplus of a bank or trust company, which is 
never used to pay dividends unless some extraordinary occasion 
arises. The account is a discretionary one and is almost entirely a 
matter of bookkeeping, or rather it is a sort of notice to stockholders 
that the amounts so set aside will not be distributed. 


TREATMENT.—To treat such an account as a liability is a fallacy, 
because at any time the directors can transfer the entire balance to 
general surplus and pay out all or any part of it in dividends. There- 
fore the account should always appear on the balance-sheet as a sec- 
tion of surplus, but never among the liabilities. An auditor should 
never set up an account of this nature in the books nor show it on 
the balance-sheet unless it has been formally authorized by the board 
of directors. It is a commendable practice to accumulate a substantial 
surplus, and if the directors believe that the temptation to declare 
dividends is less if the surplus account proper is diminished and some 
other account with a different name is increased, the auditor should 
not object. But such segregation of profits should not be attempted 
by an officer of a company on his own initiative. 


(d) Reserves for dividends.—Capital stock is not a liability, nor 
can a dividend on stock be a liability unless and until it has been 
legally declared by the board of directors. When this is once done 
the action of the directors cannot be rescinded and the dividend be- 
comes a liability. 

A definite exception to this rule occurs when for any reason it 
is discovered that a dividend is unwise or illegal and all stockholders 
agree to the rescission. When the dividend has not been paid, it is 
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merely revoked as of the date of declaration; when the dividend has 
been paid, all of the stockholders must return the amounts received. 
As the revocation should in all cases be effective as of the date of 
declaration, it would be in order to add interest to the amounts re- 
funded; but as the stockholders’ distributable interests are not af- 
fected, it is not necessary to add interest. 

When dividends are declared prior to the date of the balance-sheet 
and are payable soon thereafter, the amount should be included in 
current liabilities; when declared a year in advance the amounts pay- 
able after three months may be shown separately, after the aggregate 
of the current liabilities is shown. Reserves are sometimes created 
for future dividends which have not been declared. Such reserves 
constitute appropriated surplus. When dividends are declared after 
the date of a balance-sheet, but before it is published, it is desirable 
(but not compulsory) to mention it in the balance-sheet. 

Unpaid dividends on preferred stock often accumulate until paid 
or otherwise disposed of by compromise or other settlement. Pref- 
erence, however, is a factor against the common stock only. It does 
not accumulate as a liability and is not deductible from the surplus. 
In other words, a corporation may have a book surplus more than 
sufficient to pay accumulated preferred stock dividends, but so long 
as no dividend is declared by the directors it is not usual to make any 
book entry therefor. 

Common stockholders usually have a keen interest in the value of 
their shares, and therefore it is not only permissible, but desirable, 
that any arrears of accumulated dividends should appear as a foot- 
note or memorandum on the balance-sheet. The simplest method is 
to state immediately under the item preferred stock “Dividends on 
preferred stock deferred since..... ” There does not seem to be 
any good reason against the appropriation of sufficient surplus to 
equal the accumulated deficiency in dividends. It does not affect any- 
one’s legal rights and it conveys information which is sometimes 
difficult to obtain. Otherwise, in the opinion of the author, it is per- 
missible and desirable to set up reserves for accumulated dividends. 

Some auditors do not insist that any reference need be made on 
balance-sheets to unpaid dividends on preferred stock when the bal- 
ance-sheets are made up with reference to the sale of bonds, because 
the dividends usually cannot be paid unless certain requirements as 
to quick assets are met. The argument is fallacious. The require- 
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ments regarding quick assets are intended to protect bond or note 
holders and assume that the earnings will be conserved. When the 
client does not wish it, the amount need not be stated; the major 
factor is the date on which the default arose. The amount of ac- 
cumulated unpaid dividends is always of interest to creditors when 
there is any possibility of their-payment. An auditor is not justified 
in guaranteeing, in effect, that they will not be paid. 


(e) Reserves for unrealized profits on instalment sales.—Ac- 
counts receivable arising from sales on the instalment plan frequently 
are set up at face value, and the unrealized profit is deferred to the 
period of realization. The unrealized profit is a surplus reserve, 
provided the costs of collection, etc., are deducted from the asset or 
allowance is made for them among the liabilities. 


(f) Reserves for replacements when costs are increasing.— 
The author’s opinion as stated elsewhere is that depreciation on low- 
cost property should be computed on original cost irrespective of 
replacement cost. It is assumed that the managers are not unmind- 
ful of the upward trend of costs and that if possible they reap the 
full benefits from their low-cost plant. 

It is the part of prudence to recognize any insufficiency of the 
allowance for depreciation, and it is entirely feasible to segregate 
part of the surplus and to call it “Reserve for replacement.” If the 
appropriation from surplus were made monthly, it would serve to 
remind the officers of a corporation that, with reference to compara- 
tive service or use, the costs of production were in excess of actual 


costs and the resulting profits should in part be ascribed to that 
source. 


(g) Reserves for extraordinary obsolescence.—As provision 
cannot be made for obsolescence in its true sense out of income it 
would be good practice to set aside out of surplus, regular or special 
allowances for possible expenditures in excess of the allowances for 
what may be called ordinary obsolescence, which should always be 
included in the allowance for depreciation. There is much to be 
said for the argument that when equipment in good physical condi- 
tion is discarded and new equipment takes its place the substitution 
is not justified unless the new equipment can absorb the undepreciated 
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cost of the old in addition to the carrying charges and interest on 
the additional investment. But it is not good practice to add unab- 
sorbed depreciation to the cost of new equipment. The best way to 
take care of the matter is to provide for the contingency by regular 
appropriations from earned surplus. 


(h) Reserves for fire and similar losses——When corporations 
carry all or part of their own insurance, any unused provisions at the 
date of the balance-sheet constitute surplus, provided of course any 
damage sustained or losses incurred have been taken care of as ac- 
crued liabilities. Any further loss or damage is merely a contingency 
and cannot possibly be foreseen. 

The unused provision set up from income should not be restored 
to income, but the credit balance in the account is not a liability ; it is 
a segregation of surplus. 


(i) Reserves for inventory fluctuations—When inventories 
have been priced at the lower of cost or market and it is believed 
that prices will go lower it is proper to segregate part of surplus 
to provide for the possible shrinkage. When large profits have been 
made on rising markets, conservative corporations frequently estab- 
lish inventory réserves even though downward fluctuations are not 
in sight. 

In a recent balance-sheet the entire balance of net profit was car- 
ried to an inventory reserve account “due to fluctuating markets.” 


(j) Reserves for pensions and employees’ relief.—When sur- 
plus has been set aside for the benefit of employees and no legal lia- 
bility has been assumed, the provision is sometimes carried as part 
of surplus. But it is inconceivable that stockholders should rely on a 
failure to perform a moral obligation of a peculiarly strong character. 
In dealing with sick or old employees the word of a corporation 
should be stronger than its bond. Therefore any provision, even if 
only informally approved, should be carried among the liabilities as 
“provision for pensions and relief.” 

This procedure would follow as a matter of course in the case of 
a solvent concern. If there were any doubt in the auditor’s mind re- 
garding the status of the pensions and sick relief in case of financial 
difficulties, steps should be taken to protect the beneficiaries. 


CHAPTER 6 


THE INCOME ACCOUNT 
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An audit is not completed with the verification of assets and lia- 
bilities. The income account supplements the balance-sheet and 
reflects the changes that have occurred in the financial position during 
the accounting period. Even in a balance-sheet audit, which is de- 
voted primarily to verifying the assets and liabilities, some attention 
must be paid to those accounts which are periodically closed into 
profit and loss and afford data for constructing the income account. 
In the case of sole traders and partnerships, accounts representing 
the net income or deficit do not appear because they are closed 
into the capital accounts. Nevertheless, the accounts which are 
closed into the capital accounts should be scrutinized in the same 
manner as if the balances were left open. 

The accuracy of balance-sheets and of income accounts depends 
to a considerable extent upon the segregation of capital and income. 
It is a matter of greatest importance to avoid the inclusion of capital 
receipts in, and the exclusion of income deductions from, the income 
account; otherwise net worth and net income are overstated. From 
the standpoint of accuracy it is equally important to avoid the in- 
clusion of income receipts in, and exclusion of capital deductions 
from, the capital account; otherwise the result is a misstatement of 
net worth and net income. In point of conservatism it is far better 
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to charge capital items to income than it is to charge income items 
to capital. When there is no doubt about the items, good accounting 
practice does not sanction the charging of capital items to income. 
When a doubt exists good accounting practice sanctions charges to 
income rather than to capital. 

It is not good practice to charge capital expenditures directly 
to income; but there is no objection to appropriations of net income 
before transferring the balance to surplus, if the transfers are clearly 
shown. 

In view of the fact that there is scarcely any likelihood that two 
professional auditors today would, with respect to the accounts of an 
undertaking of any considerable magnitude, show the same net in- 
come, it is not astonishing to learn that the usual income account is 
prepared upon a basis which invites criticism. It is extremely im- 
portant that an effort be made to establish standards which will appeal 
to persons concerned with accounts as scientific and reasonable. The 
latter adjective may seem out of place, but it must be understood that 
rules which are purely theoretical will not be observed. 

It is not enough to know that the net income or deficit for a 
particular period is a certain sum. All who are interested in the 
enterprise desire, to know the particulars of the net result, and the 
auditor who states the transactions in an intelligent, scientific, read- 
able way is the one who finds favor with business men. The auditor 
who familiarizes himself with the legal as well as the economic as- 
pects of income and expense accounts is best prepared to analyze 
accounts properly and to present the results so that figures or groups 
of figures will convey all that they should convey. 


Meaning of term “Good accounting practice.’—Briefly de- 
fined, the term “good accounting practice’? means accounts and 
methods of accounting which correctly reflect the financial position 
of a concern and its gross and net income. 

When expenses are incurred and benefits are received in a given 
accounting period, good accounting practice demands that related 
liabilities be set up in the same period as actual liabilities, if the 
amounts have been determined definitely, or in the form of accruals 
or allowances if the exact amount of the liability is unknown. Like- 
wise, when items of income arise or are collected in one period, and 
part of the income belongs to another period, good accounting prac- 
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tice requires that accrued or deferred accounts be set up so that 
the first period may not have the benefit of unrealized income. 

Good accounting practice requires that current gross income be 
reduced by allowances for contingencies which can be determined 
within reasonable limits. This, however, is conservative accounting 
as distinguished from legal accounting. When items which have 
never been included in gross income or have been charged off as bad 
are collected, they are, from a legal and often from a tax point of 
view, considered income of the year of realization. The courts carry 
this theory to an extreme not warranted by business practice. 

Good accounting practice requires that there be taken up as 
accrued income that which is substantially the equivalent of cash. 
Accounts and notes receivable due from and recognized by solvent 
debtors are deemed to be the equivalent of cash. Only in exceptional 
cases would the inclusion of accruals of uncertain or indeterminate 
items be sanctioned by good accounting practice.. The definitions 
of income in the income-tax law and regulations are strictly limited 
by the decisions of the United States Supreme Court. These deci- 
sions do not require the payment of tax on transactions which are not 
the equivalent of cash. Any regulation which attempts to set aside 
this theory is not sound. But this must not be confused with com- 
mercial and accounting procedure. 

The author recognizes the necessary limitations of income-tax 
procedure and the impracticability of its complete agreement with 
good accounting practice. Each new federal revenue law adopts 
more and more of the precepts of good practice. In this book there 
is no attempt to reconcile the differences between obsolete tax laws 
and current accounting procedure. The author discusses what he 
conceives to be good accounting practice and ignores the variances 
which may be found in existing tax laws. 


Forms of income account.—An income account or statement is 
one which assembles all income and expenses, or gains and losses, for 
a stated period. It is identical with the “revenue” statement some- 
times presented, but as the term “revenue” is usually used to desig- 
nate one side only of an income account, the term is not properly 
applicable to a statement which includes expenses as well as income. 
Formerly to a considerable extent, and now to a limited extent, the 
word “income” is used for only one side of an account; the practice, 
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however, is steadily decreasing. The author has no objection to the 
use of the term “profit and loss” in published statements; but it has 
not grown in favor among accountants and, as accepted accounting 
terminology should consist of the terms most frequently used, it is 
suggested that the use of the terms “profit and loss” and “loss and 
gain” be limited to ledger captions and to describe specific ledger 
accounts, and that the term “income account” be used as a caption 
for the general statement which accompanies a balance-sheet. 

The income statement may be divided into as many sections as are 
desirable or necessary. The student of accountancy is usually taught 
to prepare it in two sections, the first called the trading or manufac- 
turing account and the second the general profit and loss account. 
This division is based upon sound principles of grouping and permits 
the calculation of percentages which are extremely valuable for com- 
parative purposes. The trading or manufacturing account usually 
shows on one side net sales, and on the other prime costs of sales, i.e., 
materials used, labor and other direct expenses. In some cases other 
expenses are included, such as rent, interest, taxes, etc. 

It is generally accepted practice to prepare income accounts in 
what may be called narrative form as distinguished from the account 
form. In the former case the gross sales or earnings are stated, de- 
ductions are made, and extraordinary items of income are added. 
Thus people who are interested are enabled to read the statement as 
a continuous story of what has been done. The story is unfolded so 
that no effort is required and no calculation need be made to com- 
prehend each step and the final result. It is advisable to adopt uni- 
form methods whenever feasible, particularly when comparisons with 
other periods and other businesses are to be made, but form must be 
subordinated to intelligent use and usability. It is wise to depart 
from prescribed forms when the story can be told better by the use 
of differently arranged forms. 

The account form contains sales or gross earnings on the credit 
side of the account, and costs, expenses, losses, etc., on the debit side; 
the balance is brought down as net income or deficit. The account 
form does not lend itself to continuous reading and has little to 
recommend it. 

The auditor should direct his attention to the contents of the 
income account even more than to its form. In this chapter the dis- 
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cussion is limited to the verification which must be made of the sev- 
eral items of income and deductions from income which appear in the 
income account. 


ILLUSTRATIONS.—The following condensed form of income ac- 
count was submitted to the St. Louis Congress of Accountants, in 
1904, by Sir A. Lowes Dickinson, C.P.A.: 


Gross Earnings (whether sales of products, transportation earn- 
st, ROOM Colaba, CK)! upcomgcachocccoséusomocg Sit Pees 


Deduct—Cost of Manufacture or Operation: 
(a) Manufacture (for a manufacturing concern) : 


[ahora tchraot tack Mec ere aera Se SRE Tee 
Materials goyecsy da oechore aterners Serdwescstsofectoayp Leraeyamberere <2 
General Manutacturins  ixpensess a. easels 
(b) Cost of Operation (for concerns not manu- 
facturing) : 
(Under suitable headings according to 
ChesnaclivemObe then PUSimess)) eset trrrersmamtcrel sie. a cimmneroner ecto 
GrOossmerOlts ere tac.crcdens ti Ames tee Aeon EE eo ere NP eee OS. 
@theraiar nine Sb, ct..c.cte sveje sore ste Gis is disc enetehoroaicio sinie Glancuccchoisioie lake :1s GaN TORTS 
Seles ers 
Deduct: 
Expenses of Sale (manufacturing business 
OnLy) ROS: eed se Ae ee eae Stee aah 
Expenses of Management (if distinct from 
ODELALION ) doers stakes svete als ape cuoiis wloraonasors e Oates Rete ee eee 
NetsProttshiromu®perationse-sneraetiteie inc ieee lectin cer eee Si eee 
Deduct: 
lnterest.on= Bondsman acer ene Cae Men 
Other? Fixed “Charges [ystitaces «ieee. cotl ahi ieee cere; anne et eee ee 
Sueplussiorsthe, yeatownce cache onto eo mee se ae ee eines nhl Stole 
txtraordinary Profits (detailed). ..2..iasseeeaean eee eee eee 
Surplus brought forward from preceding year ........s.0s:s00+ cocwevecss 
Da eereiseiesnte 
Deduct: 
Extraordinary Charges not applicable to the 
operations) ofatheycarm ce here meee ete De eiciere 


Interest and Dividend on Stocks 


O'Sieifel etefeleleleele | (eleise.ens.e alata Te tere shale ale Enel e: 


SUunpLOsECAarnied OL Wat (meee a a ee be ROP 5 
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Despite the fact that almost a quarter century has elapsed since 
the submission of this form, it has not been bettered as a statement 
of the elements of a well-constructed income account. 

The Standard Oil Company of California in its annual report 
for 1926 stated that it had used the standardized form of balance- 
sheet adopted by the American Petroleum Institute. The income 
account which accompanied the balance-sheet was as follows: 


EARNINGS AND SURPLUS 


Year ending December 31, 1926 


EARNINGS 

ok IN GmINGO Mit Mn ce nacht aon (were sh an ea tie. $ 70,840,636.61 
Non-Overatinc INcoME: 

Dire dend sian shy ceteris otis 6 $ 4,000,312.24 

Profit on Sale of Securities............. 2,122,011.01 

Other non-operating income (net)...... 1,679,368.81 7,801,692.06 
OMA SNE TEN COME. pris aie tee toe iste eee ee ble ce ots are tle’. 78,642,328.67 

WessimDepreciationy ands Depletiony..cssem oes stcceste ie 18,670,314.46 
GROSSHEROF MU FOREDHE DU RARS eon ctkrce cite Sake cciee he ts.s 50,072,014.21 
linconin me leases (Mstimated))serhie ceatietis ciecsicotentcis ce ene winlers os 4,850,000.00 
INCRE RONECR TORS. ORPI USM exer arenas: erctere etree) ec ucla: wentus eer 55,122,014.21 


SurpLus AccoUNT 


SurRPLUS BEGINNING OF YEAR: 


Capita ee eter sire ces oe os $170,464,671.65 
arinedameey ss stternick ie icre vid twee a oueaid pee 28,614,820.18 $199,079,491.83 
ADJUSTMENTS: 
Capital teases. cette arlene cil oaaa 102,965.67 
IDE“, Abts pn apiotiescbed Ccon co han aor 206,929.82+ 163,064.15t 
198,915,527.68 
Nine EROELE SA DDEDEL)URTIN GR YABAR oF eyes iotalsiere stele) kisieleieisls 2/0 «© 55,122,014.21 
254,037,541.89 


SDI ROAUMANUDES Ala eo cd 6-8 A OLN > GO CIAO DOD ONOun ODO GOO DRIEIOL 25,192,304.00 


SurpLus END or YEAR: 


Gait meee ee eatie Hecht eee os eve cls sletene ae 170,567,637.32 
Barred Jot Me PRE EAL Aaron CHOC 58,277,540.57 228,845,177.89 


* Not including March 15th dividend paid by Standard Oil Company (California) and 
proportionate payment to Pacific Oil Company provided for at organization. } Decrease. 
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If further information is required, the condensed statements 
as illustrated above may be supported by schedules or exhibits which 
go into as much detail as is necessary. 

In modern practice it is not customary to submit a trading or a 
manufacturing account so designated. The experienced auditor or 
accountant compiles an income account suited to the requirements 
of the enterprise upon which he is reporting, and in a form compre- 
hensible to those who are to read the report. 


Comparisons to be shown.—The auditor should strive so to ar- 
range the accounts as to show a comparison with previous periods ; 
and, if the nature of the business permits, unit costs or earnings 
should be shown. For instance, the accounts of a taxicab company, 
if properly set up, show the average gross earnings of cabs per diem. 
They also show the operating cost per mile. Perhaps the simplest 
illustration is a blast furnace. It is relatively easy to determine the 
cost of producing a ton of pig iron, but the figures are of little value 
unless the output is shown with the average cost. -The production 
for one week may be 10,000 tons at an average cost of $8 per ton; 
if the production the next week is 15,000 tons at a cost of $8 per ton, 
the natural inquiry is: Why is not the cost proportionately less upon 
the greater output? If the cost per ton is given in a report separate 
from the report of production, attention may not be called to the 
possibility that lower costs are in order. 

The ratio of each class of expense to the total volume of business 
is always interesting. In dull times certain so-called fixed charges 
may not be expected to decline, but, on the other hand, there are 
certain classes of expenses which should fluctuate with the volume 
of business. 

The auditor who states the accounts of a number of concerns in 
the same kind of business can readily acquire a knowledge of income 
and costs which he may impart for the benefit of all at the expense 
of none. He must not divulge to one client the affairs of another, 
but if he ascertains that the office staff of one wholesale grocer costs 
I per cent per annum of the sales, while another costs one-half of 1 
per cent and is equally or more efficient, he certainly is justified in 
making a special investigation into the matter, and he cannot be 
criticized for reporting that 1 per cent is excessive. 
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Importance of uniform terminology in the income account. 
—Inspection of annual reports issued during recent years by many 
well-known corporations, containing balance-sheets and income ac- 
counts prepared and certified by equally well-known public account- 
ants, proves beyond a doubt that there is a great lack of uniformity 
in terminology of income and expenses. At one time the author 
believed that the trend of good accounting practice was toward the 
term “profit and loss account”; but at the present time the use of 
other terms is as frequent, showing that there was no trend in any 
direction—the lack of uniformity merely continued. The terms 
“profits,” “income,” “revenue,” and “earnings” are used synony- 
mously at times and at other times a distinction is drawn; but there is 
no uniformity in the distinction, and it only increases the confusion 
to differentiate. 

The new Ohio General Corporation Act (1927) requires that 
there shall be submitted to stockholders annually “a summary of 
profits earned.” This is somewhat indefinite and is another argument 
for using the word “earnings” (if used at all) only in a generic sense 
and never as a definite conclusion. The term “gross income” cannot 
be construed to mean a final result but the term “net income” should 
carry its own meaning and be conclusive. 

One result of the lack of uniformity in accounting terminology 
is the difficulty, and in some cases the impossibility, of comparing 
the results of one concern with those of another. It should not be 
assumed that the casual investor is a careful or capable analyst. 
Bankers’ circulars should state actual net results—if there are 
extraordinary deductions they can be explained in the text. Ina 
banker’s circular, what purported to be a favorable statement was sup- 
ported by an income account in part as follows: “Net income after 
depreciation ; available for interest, tax, and inventories adjustments.” 
The items excluded obviously were substantial, but the totals were 
not shown. Failure to tell the whole story is misleading to investors 
no matter how excusable the intention may be. 


Objections to use of term “Net earnings.”’—The term “net 
earnings” is not in general use and has no recognized meaning under 
good accounting practice. In view of the distinction drawn between 
the words earnings and profit, and the frequent practice to make de- 
ductions after computing “net earnings,” the author is of the opinion 
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that the terms “net earnings,” “net income” and “net profits” are not 
synonymous—that the first may not represent what is left after charg- 
ing interest, taxes, etc., whereas “net income” means that all charges 
for the period have been deducted. As the other terms are ambigu- 
ous, the author uses “net income” to describe the balance of earnings 
or income which should be transferred to the surplus account. 

The term “net profits” is not always used as synonymous with 
“net earnings.” In practically all cases depreciation is deducted before 
stating “net profits” but it is not always deducted before determina- 
tion of “net earnings.” Therefore, in making comparisons it is not 
feasible to compare the “net earnings” of one concern with the “net 
profits” of another even though they are engaged in the same kind 
of business and are audited by reputable accountants. It is not 
charged that attempts are being made to mislead, but most laymen 
find it difficult to understand financial statements and they should 
not be further confused by terms to which different meanings are 
ascribed. 


Meaning of term “Surplus for the year.”—The following quo- 
tation from the Wall Street Journal carries its own story: 


The use of the word “net” in connection with articles on railroad 
earnings must be closely defined if the reader is not to be misled. In 
railroad accounting terminology occur such terms as ‘“‘net operating reve- 
nue,” “net operating income,” “net income,” “surplus after charges,” and 
“net after sinking fund charges.” The terms “net income” and “surplus 
after charges” mean the same thing, but in these columns the latter is 
used most frequently, while in the annual reports of railroads net income 
is the usual form of expressing the net after fixed charges. 

A railroad reporter was recently securing’ some earning figures from 
the president of one of the largest systems. This particular company 
has a rather large sinking fund charge. The president gave what he 
called the surplus for the company. The reporter asked whether it was 
the surplus after allowing for sinking fund charges. “Yes, sir,” replied 
the president, “that is the net after every d thing that you can 
think of.” 


After all, isn’t that a pretty good definition of net? 


Reasons for using term “Net income.”’—Accountants should 
agree on terms which describe similar items. If a concern “makes 
money” after allowing for all accrued costs and expenses, the net 
result should be represented by one term, not by any one of three 
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or four. The author had an open mind on the subject and was 
willing to adopt a term most frequently used by leading accountants ; 
but an extensive investigation proved that no term had a majority 
in its favor, so there was no selection from that source. 

Driven to another method of selection, the author decided that the 
term most often used by the Supreme Court of the United States 
might be satisfactory—and that term is “net income.” It is a logical 
selection because income and profits taxes are based on the distinc- 
tion between capital and income. It is rather foolish to struggle over 
the distinctions between the words “profits,” “earnings” and “rev- 
enue” when the amount to be determined must immediately be re- 
ferred to as “net income.” Is it not logical to adopt the terms 
“income account,” “gross income,” and ‘‘net income,’ and discard 
all other terms which mean the same thing? The courts for cen- 
turies have differentiated between, and defined, capital and income; 
the Sixteenth Amendment to the Federal Constitution permits Con- 
gress to levy taxes upon “incomes, from whatever source derived.” 
Congress has passed several acts imposing taxes upon net income 
and provides that the term shall include “gains, profits and income.” 
The words “earnings” and “revenues” are not included, but the words 
used are broad enough to cover all income—no matter what it may 
be called. The Supreme Court of the United States has decided that 
profits derived from the sale of capital assets are income within the 
meaning of the Sixteenth Amendment to the Constitution. If it is of 
great importance to determine “net income” for tax purposes, why 
not simplify accounting procedure and define the term for general 
use? The committee on stock list of the New York Stock Exchange, 
in its published requirements for original listing, uses the term “in- 
come account.” 

The accounting distinction between capital and income is not 
affected by tax legislation. It is proper that a different rate of tax 
should be imposed upon capital gains and other income. Such a dis- 
tinction in a tax measure merely emphasizes the importance of differ- 
entiating between the two in books of account and published 
statements. 

In an action to review a referee’s determination it was held that, 
before stating net income, a deduction must be allowed from gross 
profit for taxes and depreciation. The court said: 
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The net income of a corporation for dividend purposes cannot be 
determined until all taxes, depreciation, maintenance and up-keep expen- 
ditures have been deducted. Otherwise, the dividend is not paid from 
the earnings, but by a depreciation of the capital account.’ 


Definition of “Gross income.”—The term “gross income” 
means accruals, as distinguished from cash receipts, from all sources, 
such as sales, rentals and interest, profits derived from the sale of 
capital assets, and the excess of previously created reserves over the 
ascertained needs for such reserves. 

The use of the term “gross income” for gross sales and gross 
operating revenues offers some difficulties, for example: 


The United States Treasury includes in “gross income” the ex- 
cess of gross sales over cost of goods sold.” 

The Interstate Commerce Commission uses “gross income” as 
the aggregate of operating income (operating revenues less 
operating expenses and taxes) and non-operating income. 
It is the item immediately preceding the “deductions” for 
rentals and interest. 


Gross income should be divided into three parts: 


1. Current gross income from operating sources. This includes 
gross sales, which means all sales of goods delivered or title to which 
has passed to the vendees, from which there have been deducted re- 
turned goods or goods to be returned, trade, quantity and similar 
discounts, and all allowances which would have been deducted from 
the sales prices if known at time of invoicing, such as those due to 
changes in prices, damaged goods and shortages. 


2. Gross income accrued or realized from other sources, such as 
dividends, interest, profits arising from sale of capital assets, and 
extraordinary items affecting prior periods. 


3. Unrealized income, arising from increment in values from 
undelivered goods or similar sources. Provision for this group does 
not carry with it any implication that unrealized appreciation should 
be carried to the income account. 

The chief reason for the grouping is that in some industries and 


“In People ex rel. Jamaica Water Supply Co. v. State Board of Tax 
Commissioners, 112 N. Y. S. 392. 


* See Corporation income-tax return, Form 1120, 
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in some concerns unrealized as well as realized income is accrued 
‘in the books. When it is found, the amounts must be segregated and 
not be included in groups (1) or (2). 


ORDINARY TRANSACTIONS ONLY TO BE INCLUDED.—It should be 
noted that the only earnings which should be shown in the first 
division of the income account are those which are incident to the 
normal operation of the business. All other earnings should be 
excluded from this division. This should be done because the rela- 
tionship of one account to another, both for immediate observation 
and for future comparative purposes, must be expressed in per- 
centages and amounts, and because the inclusion of any item outside 
the ordinary scope of the enterprise affects these percentages and 
amounts and thus diminishes their value for purposes of comparison. 

From (1) above may be deduced the following definitions: The 
term “gross sales” means the aggregate value of the goods or services 
delivered or rendered within a given period, without regard to the 
collection of the proceeds; the term “net sales” means gross sales 
less any deductions for returns or allowances and for discounts when 
in excess of 2 per cent. Losses arising from bad debts, or allowances 
for them, are not included among such deductions but should appear 
as a separate item after administrative expenses. Allowances which 
are of the nature of compromises and are not recognized as valid 
claims (when it is possible to draw the distinction) should not appear 
among the deductions but should be included in either sales or 
administrative expenses, depending upon the nature of the deduction. 


COLLECTIONS FOR FIRE LOSSES.—Collections for fire losses may 
apply on either capital or income account, according to circumstances. 
If amounts collected for merchandise destroyed by fire have been 
included in the sales, the items should be excluded and proper entries 
for them should be made through the purchase accounts instead, as 
the fire loss is in many respects equivalent to return of the mer- 
chandise. If the amount received from the insurance company 
is either more or iess than the cost of the goods, the difference should 
be passed through the income account as a separate item. 

Amounts received for fire damage done to plant or other equip- 
ment should either be credited to the proper fixed asset account or 
to a replacement account which will be charged with the cost of 
restoring or replacing the damaged or destroyed property. 
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Definition of net income.—The term “net income” means the 
balance of income remaining after deducting from gross income all 
costs, charges and expenses, including items accrued but not paid and 
losses arising from the sale of capital assets. 

The deductions from gross income should be divided into classes: 


1. Current charges against income, such as cost of goods; cash 
discounts; allowances not fairly deductible from sales 
prices; selling, general and administrative expenses; bo- 
nuses to officers and employees; bad accounts and allow- 
ances for doubtful accounts; adequate depreciation (when 
not included in cost of goods), depletion and ordinary 
obsolescence (if there is such a thing) ; insurance; propor- 
tion of deferred charges carried over as applicable to the | 
current period (if not absorbed—as they should be—in 
the accounts to which they relate); property and similar 
taxes paid, accrued or estimated; and any other charges 
and expenditures properly chargeable to current opera- 
tions.? 


2. Deductions from gross income for interest paid and accrued 
on borrowed money (but not interest on capital), federal 
and state income taxes, accrued or estimated. 


3. Losses arising from sale of capital assets, and other extraor- 
dinary items affecting prior periods. 


In stating the income account, the deductions of class 1 would 
be applied against the gross income of class I and the result would 
be the current operating profit. To this profit would be added the 
gross income of class 2. From this total would be subtracted the 
deductions in class 2, the balance being the net income or profit of 
the period before considering extraordinary items. The addition 
to this balance of the gross income in class 3 and the subtraction of 
the deductions in class 3 would produce the final net income. 

If the deductions exceed the gross income, the balance should be 
called the net loss or deficit for the period. The term “net loss” 
is often applied to specific losses as well as to losses for entire fiscal 
years; therefore the term “deficit” is more descriptive, but it is 
not in general use, 


“See page 380 for discussion of this point. 
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MEANING OF TERM “NET INCOME” IN PROFIT-SHARING ARRANGE- 
MENTS.—When an employee is entitled, under contract, to a share 
in the net income of a concern, the contract should define the term 
“net income” so far as doubtful items are concerned. These doubtful 
items are interest on capital, reasonable salaries to the owners, depre- 
ciation, depletion, obsolescence and income taxes. If the term is not 
defined in the contract, good accounting practice would permit the 
deduction from net income of reasonable depreciation and other 
allowances, salaries, and income taxes, but not interest on capital. It 
is entirely proper to specify in a contract that income taxes shall 
be deducted before net income is determined, but if the provision 
is not made the employer is entitled to consider such items as expense. 


LEGAL AND ECONOMIC DEFINITIONS OF NET INCOME.—The courts 
in various jurisdictions have defined “income,” “net income,” and 
“net profits” available for dividends, in so many ways that an auditor 
or corporate officer who desires authority for almost any position he 
wishes to assume can find it in the law reports. 

The following definition of income is of interest. “Income is 
the money value of the net accretion to one’s economic power be- 
tween two points of time.” + 

Courts have held that a dividend may be declared out of the net 
income of one year although a large deficit is carried over from pre- 
vious years; they have also held that “‘past-due floating debt should 
be paid or funded before a dividend is declared.” Nearly every 
conceivable situation between these extremes has been held to be 
both legal and illegal, depending on the judge in the case. The trend 
of American decisions is against the legality of paying dividends when 
a deficit exists, but this praiseworthy trend may be offset by the 
alleged legality of paying dividends out of paid-in or capital surplus. 


CAsEs cITED.—In many decisions net income is defined, and the 
ludicrous definitions and comments in themselves explain why it is 
that the courts vary to such a great extent in settling disputes which 
involve accounts. The fact is that judges, who are trained as lawyers, 
understand as little about accounts as do other members of the bar. 


‘Robert Murray Haig, “The Concept of Income—Economic and Legal 
Aspects,” The Federal Income Tax, Columbia University Press, 1921. 
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The aphorism, “A little learning is a dangerous thing,” has its ex- 
emplification in the lawyers’ treatment of questions of accounting. 
They have the temerity to settle matters of the greatest importance, 
involving complicated accounts, without any evidence that anyone who 
understands accounts has been consulted in the settlement. Occa- 
sionally the departure from the usual legal comment is so great that 
it is worth placing on record. The court said in one case: 


If at the end of the first year the line of railway is still in so good a 
state of repair that it requires nothing to be laid out on it for repairs in 
that year, still, before you can ascertain the net profits, a sum of money 
ought to be set aside as representing the amount in which the wear and 
tear of the line has, I may say, so far depreciated it in value that that 
sum will be required for the next year or next two years. I should think 
no commercial man would doubt that this is the right course—that he 
must not calculate net profits until he has provided for all the ordinary 
repairs and wear and tear occasioned by his business. That being so, 
it appears to me that you can have no net profits unless this sum has 
been set aside. When you come to the next year, or the third or fourth 
year, what happens is this: as the line gets older the amount for repairs 
increases. If you had done what you ought to have done, that is, set 
aside every year the sum necessary to make good the wear and tear in 
that year, then in the following years you would have a sum sufficient to 
meet the extra cost. 


The following definitions are taken from the decisions of federal 
courts : 


It (income) must, by certain attributes, be distinguished out of the 
mass, or from other things with which it is compared. . . . Receipts and 
accumulations of a business corporation are of two classes: one, those 
which constituted its gross income; and the other those which represented 
the sale or conversion of its capital, and the controversy has always been 
as to the respective definitions of those two classes. We accept this as 
the rightful criterion.’ 


The meaning of that word (income) is not to be found in its bare ety- 
mological derivation. Its meaning is rather to be gathered from the im- 
plicit assumptions of its use in common speech. The implied distinction, 
it seems to us, is between permanent sources of wealth and more or less 
periodic earnings. Of course the term is not limited to earnings from eco- 
nomic capital; i.e., wealth industrially employed in permanent form. It 
includes the earnings from a calling, as well as interest, royalties, or divi- 
dends, though in the case of corporations this may be of slight importance. 


* Denison, Circuit Judge, in Biwabik Mining Co. v. U. S., 242 Fed. 9. 
* Learned Hand, District Judge, in U. S. v. Oregon-Wash. R. & Nav. Co., 
251 Hed. 211. 
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“Net income” imports a “gross income,” and the difference between 
the two implies the expenditure of income for some corporate purpose, 
as that of “carrying on or doing (the) business” for which the corpora- 
tion is organized.’ 


We must reject in this case... the broad contention... . that 
all receipts—everything that comes in—are income within the proper 
definition of the term “gross income,” and that the entire proceeds of a 
conversion of capital assets, in whatever form and under whatever cir- 
cumstances accomplished, should be treated as gross income.* 


“Net income,” of course, means gross income after deducting all 
outgo necessarily incident to the business.° 


Whatever difficulty there may be about a precise and scientific defini- 
tion of “income,” it imports, as used here, something entirely distinct 
from principal or capital either as a subject of taxation or as a meas- 
ure of the tax; conveying rather the idea of gain or increase arising 
from corporate activities. As was said in Stratton’s Independence v. 
Howbert, 231 U. S. 399, “Income may be defined as the gain derived 
from capital, from labor, or from both combined.” 


Understanding the term in this natural and obvious sense, it cannot be 
said that a conversion of capital assets invariably produces income. If 
sold at less than cost, it produces rather loss or outgo. Nevertheless, in 
many if not in most cases there results a gain that properly may be ac- 
counted as a part of the “gross income” received “from all sources”; 
and by applying to this the authorized deductions we arrive at “net in- 
come.” In order to determine whether there has been gain or loss, and 
the amount of the gain, if any, we must withdraw from the gross proceeds 
an amount sufficient to restore the capital value that existed at the com- 
mencement of the period under consideration.” 


Income may be defined as the gain derived from capital, from labor. 
or from both combined, provided it be understood to include profit gained 
through a sale or conversion of capital assets.” 


One of the best legal definitions of “profit,” of general applica- 
bility, is found in Morrow v. Missouri Pacific Rwy. Co.,'* where the 
court said: 


7 Woolley, Circuit Judge, in Lewellyn v. Pittsburgh, B. & L. E. R. Co., 
Boa Hed 177 se 1o7ac. GC. An O17. 

5 Mr. Justice Pitney, in Southern Pacific Company v. Lowe, 247 U. S. 330; 
mOgm ile, accel Laz: 

® Holt, District Judge, in Forty-Two Broadway Co. v. Anderson, 209 Fed. 
ool. 
ie Mr. Justice Pitney, in Doyle v. Mitchell Bros Co., 247 U. S. 179. 

1 Eisner v. Macomber, 252 U. S. 180. 

42344 Mo. App. 200; 123 S. W. 1034. 
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“Profit,” in the ordinary acceptance of the law is the benefit or ad- 
vantage remaining after all costs, charges, and expenses have been de- 
ducted from the income, because, until then, and while anything remains 
uncertain, it is impossible to say whether or not there has been a profit. 


ACCOUNTANT’S DEFINITION OF NET INCOME.—If a public account- 
ant were asked to define the term “‘net income,” he would probably 
reply: “The net income of a business is the surplus remaining from 
the earnings after providing for all costs, expenses and allowances 
for accrued or probable losses.” 

If absolutely accurate balance-sheets could be prepared at the 
beginning and at the end of a period, the difference between their 
surplus accounts (withdrawals, dividends, and allowances being con- 
sidered) would represent the net income or deficit for the term; but 
the valuation and revaluation of capital assets involves too much 
speculation to permit the recognition of such a practice as satisfac- 
tory. This, in effect, is the method used to obtain results in single 
entry, but its utter failure to justify itself is reason enough for 
abandoning it. 


Propriety of statement “Earnings before deduction of inter- 
est.”—When a banker’s bond circular contains the statement “earn- 
ings after all charges, including federal taxes and depreciation, but 
before interest charges’ and there follows the amount of interest 
charges which will be payable, the essential facts are disclosed. It 
is a form which auditors should commend. 


Should depreciation and taxes be deducted before stating 
“Net income available for interest” ?—The future success of an 
enterprise depends upon the profitable use of its capital investments. 
The lender on short time, who is interested to know whether or not a 
forced liquidation would repay his loans with interest, may ignore 
the capital assets in determining the credit risk, but the prospective 
investor in stock or bonds must rely on two major factors: adequate 
facilities properly maintained and adequate earnings. A few years 
ago it was believed that it would be improper to refer to net income 
until provision had been made for all costs and charges, but now : 
we find that perhaps most of the public offerings of stock and bonds 
contain statements that carry to ignorant or careless investors the 
implication that certain earnings are as much available for interest 
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and dividends as for depreciation and taxes. If it were not for the 
sincerity of most of these statements, they could be characterized 
as intentionally misleading. It is beside the point to say that auditors 
do not certify net income unless depreciation and taxes have been 
deducted; the investing public is not astute enough to determine, 
after reading a bond or stock circular, what the auditor has certi- 
fied and what the banker has computed. 

If auditors should find that bankers improperly interpret in se- 
curity circulars the certified balance-sheets and income accounts, 
which are not published in detail, they can take adequate precautions 
thereafter. There is no law to force an auditor to continue to work 
for bankers who issue inaccurate or misleading circulars. 

The chief fallacy with reference to statements of so-called earn- 
ings from which depreciation and taxes are not deducted is that the 
“going concern” basis, to which we must adhere whether we like it 
or not, demands that capital assets be maintained currently and taxes 
be paid at least annually. Taxes and capital renewal expenditures 
must be made currently, precisely the same as for raw materials. 

The Ohio General Corporation Act (1927) sets forth the deduc- 
tions which must be made before net income available for dividends 
is computed. 


Section 38... . In computing the aggregate of the assets of the 
corporation, the directors shall determine and make proper allowance for 
depreciation and depletion sustained and losses of every character. De- 
ferred assets and prepaid expenses, excepting organization expense and 
financing charges, shall be written off at least annually in proportion to 
their use as may be determined by the board of directors. Organization 
expense and financing charges may be written off in the discretion of 
the board of directors. . . 


Taxes must be deducted before stating net income.—The de- 
ductions from gross income should include all income taxes. A cor- 
poration cannot claim to have accumulated net income in any year 
until provision is made for taxes accrued or payable on net income 
for that year. It is true that federal taxes are based on “net income,” 
but the taxes are based on net income before federal taxes—the net 
income which remains after taxes is the true net income of the busi- 
ness. The term “net income,” when used without qualification, means 
what is left for the stockholders from the operation of a business, 
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The argument that there may be any net income accruing to a cor- 
poration before all taxes, including federal taxes, are deducted cannot 
be sustained. This principle holds good whether the taxes or other 
charges have been paid or not. 


Criticism of income accounts which do not show deductions 
for federal taxes.—The following quotation from the Wall Street 
Journal is representative of the general feeling about the omission of 
the charge for income taxes from published income accounts : 


Of the companies reporting so far to the Wall Street Journal for the 
first quarter of 1926, it is found that 112 have made the deduction while 
46 have neglected to do so. The latter figure represents an increase in 
the wrong direction, 

It need hardly be said that readers, whether directly interested or not, 
demand to know the amount of earnings per share. Besides the stock- 
holders there are many people dependent upon the calculations published 
in these columns, to say nothing of brokers’ wires, general newspapers, 
press associations and others. 

It is clear that the financial press should bring pressure to bear to 
require reporting companies to make these deductions in statements sub- 
mitted for publication. The interest and right of stockholders and in- 
vestors in the truth is unquestionable. The figures may involve some 
trouble, but the practice of suppression or omission approaches the border 
line of conduct which all that is best in Wall Street has been striving, for 
years past, to correct. 

There is no such aseptic as clean daylight. There is no such founda- 
tion for credit as publicity. There is nothing which renders the offensive 
and unscrupulous rumor so innocuous from the start as easy access to 
the facts. There is no part of their duties about which corporation of- 
ficials should be more earnestly concerned than the utmost frankness, con- 
sistent with ordinary common sense, in their business, especially in their 
relations with the otherwise unprotected public. 

' There is no need here to cite cases. A word to the wise should be 
sufficient. 


Income prior to incorporation.—A corporation cannot earn 
profits before its organization. Let us assume, however, that a going 
concern is purchased as of July 1, and is not transferred to a new 
corporation until August 10. From an ultra-technical point of view, 
profits between July 1, the date on which the property is purchased, 
and August 10, when the organization of the vendee corporation is 
actually completed, cannot appear as actually earned by the new cor- 
poration, but will in effect reduce the cost of the property acquired. 
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On the other hand, the argument is not unreasonable that if the 
purchase of the property is actually negotiated at or near July 1, the 
profits between that time and the actual organization of the new com- 
pany are being earned for account of the new company, and that if 
the income account shows that it is for a period beginning with July 
I, no one is being misled as to the earnings of the property by inclu- 
sion of the profits from July 1 onward. 

Of course, there must be a reasonable limit on the period inter- 
vening between the date when purchase is made and the date at which 
the vendee corporation is actually organized and takes title or pos- 
session. What is reasonable would have to depend upon the circum- 
stances of each case. 


Adjustments of net income of prior periods.—It is proper to 
show deductions from gross income, but there should be no deduc- 
tions from net income except extraordinary items of substantial 
amounts which have no relation to the current period. Every effort 
should be made to avoid this class of deductions. The amount of net 
income should be transferred to the surplus account. No charges 
should appear in the surplus account except charges for dividends 
and deficits, and no credits should appear except credits for net 
income. 


Blue-sky laws.—Many of the so-called “blue-sky” laws of the 
various states stipulate that the net income of the corporations whose 
securities are to be offered must equal a stated minimum. The pro- 
visions are general in their nature and should be interpreted accord- 
ing to good accounting practice. The intention is practically the same 
in every law, but there is no uniformity in terminology. The follow- 
ing terms are frequently used: a fair return; net profits; net earnings ; 
earning power; gross income, less expenses and fixed charges; re- 
ceipts and disbursements ; gross and net earnings, actual or estimated ; 
a profit ; earnings. i 

The foregoing terms will be construed more or less strictly, and 
the intention of the legislators may be frustrated because they have 
used terms which convey different meanings to different people. The 
use of the terms “gross income” and “net income” would produce 


the desired effect in every case. 
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Relation of net income to price fixing.—There is a decided 
trend toward price fixing by governmental bodies. For many years 
it has been recognized that public utilities, which are in the nature 
of monopolies, may properly be limited to a fair return on capital 
invested. The “come back” in public utilities has been due, not 
merely to the fall in price of such articles as coal and oil, but also 
to the increases in rates granted to many utility companies. Pre- 
sumably those which could most clearly and effectively present their 
operating results to the inspection of public utility commissions could 
most readily obtain permission for increases. 

Government power to regulate has been extended in some states 
and in the District of Columbia to rents and to prices for the necessi- 
ties of life. During the World War it was necessary to fix the prices 
of those commodities for which the demand was greater than the 
supply, in order to prevent runaway markets. In all these cases the 
basic questions were, “To what fair and reasonable net income is an 
industry entitled ?” and, “What prices produce such fair net income ?” 
In a vast number of cases neither question was satisfactorily answered 
because trustworthy statements of net income were not available. 
Sometimes the lack of trustworthy statements was due to faulty 
accounts; in more cases the failure was due to an astounding lack 
of uniformity in the presentation of financial results. Who is to 
blame? The truth of the matter is that, outside of regulated concerns 
such as public utilities and a few industries which have adopted uni- 
form income accounts, the preparation of income accounts is a hit-or- 
miss (usually miss) affair in which the personal inclinations of those 
responsible play the most prominent part. 


CHAPTER 17 


THE INCOME ACCOUNT—REVENUES 
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In a balance-sheet audit it is not expected that the auditor will 
attempt to certify that all of the gross income for any period which 
should have been recorded has been recorded. The verification of 
the income account can hardly extend beyond tests and scrutiny which 
consist largely of analyses and comparisons. The segregation of 
gross income into appropriate classes and the application of the classi- 
fication to previous results, to costs and to net income is a com- 
paratively simple task when accounts are well kept. Unusual or 
doubtful results demand further investigation. When accounts are 
not well kept or when the internal audit is inadequate, the auditor 
must remind the client of the limitations of a balance-sheet audit so 
far as the income account is concerned. 

In addition to the regular analysis of income and expense accounts 
for the period it is essential in either a balance-sheet or a detailed 
audit to examine the details of suspense accounts. In certain cases 
these have been found to include items which were properly income- 
account charges or credits applying to the period. 

When the books have already been closed at the time of beginning 
the audit, the general ledger trial balance, combined with the private 
ledger if there is one, should be used as a basis for establishing the 
status at the beginning and the end of the year, and it should be sup- 

365 
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plemented by an analysis of the surplus and profit-and-loss account to 
ascertain the changes during the year. 

When the books have not yet been closed, the trial balance before 
closing, transferred to sheets containing columns for adjustments, 
should be used as a basis. See discussion of working papers on page 
53 et seq. 

In this chapter we discuss a few income account matters which 
require attention in balance-sheets audits. 


Gross income.—It is customary and desirable to show the gross 
results of business transacted, whether from sales of goods or from 
services rendered by professional men and others or by public-service 
corporations or similar enterprises. 


Returns.—Where earnings arise from the delivery of goods 
and for any reason the goods are returned, the aggregate returned 
is usually deducted before stating the gross income. The reason 
for this is that, if the goods are returned and credited at the same 
price at which charged and are available for resale, it is improper 
to augment the sales by transactions never consummated and thus to 
render the calculations of gross profits, etc., inaccurate. This is 
the general rule, but if it is desired to have the returned sales shown 
as a deduction from the gross sales, there is no objection to that pro- 
cedure. It may be of interest as a means of showing whether the 
proportion of returns to the total volume of business is proper or not. 


RETURNS AND FALLING PRICES.—In verifying income from sales 
the auditor is chiefly concerned with the possibility of the return of 
shipments made immediately before the date of the balance-sheet. In 
a time of falling prices the point is an important one because buyers 
do not hesitate to return goods which have been ordered and shipped 
under firm contracts. Even though goods are returned and accepted, 
the buyer is not released unless the seller acquiesces in the transaction. 
If the right to return is questioned the legal position of the seller is 
quite as strong as if delivery from the transportation company were 
refused. It is an unnecessary expense to leave goods in the hands 
of carriers pending the settlement of disputes. 


Sales of consigned goods.—The profit on goods sold to con- 
signees is income to the consignor for the period in which the sales 
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are made, even though consignors do not receive notices of sales until 
subsequent periods. 


Export sales.—The question has been raised whether exporting 
firms should include in income the profit from sales of goods shipped 
to customers against open drafts before the collecting banks in the 
foreign country report payment of the drafts. In the past many of 
these drafts have not been honored. When unusual conditions exist, 
such as those arising from war, good accounting practice and the 
United States Treasury agree that no loss or gain should be reported 
until the drafts are accepted. 


Ordinary transactions only to be included.—It should be 
noted that the only earnings which should be shown in the first divi- 
sion of the income account are those which are incident to the normal 
operation of the business. All other earnings should be excluded 
from this division. This is so because the relation of one account 
to another, both for immediate observation and for future comparative 
purposes, must be expressed in percentages and amounts and be- 
cause the inclusion of any item outside the ordinary scope of the 
enterprise affects these percentages and amounts and thus diminishes 
their value for purposes of comparison. 


Allowances and rebates.—Separate ledger accounts should be 
kept for allowances, rebates, etc., unless the items are few in number 
and small in amount. Whenever the aggregate is a material percen- 
tage of the gross sales, and therefore subject to comment and possible 
criticism, it should be shown on the statement as a deduction from 
gross sales. 

It is not always easy to determine the distinction between allow- 
ances which represent true deductions from gross sales and those 
which should be included among costs or expenses. In the retail 
automobile business it is customary to accept used cars in part pay- 
ment for new cars. The used cars usually realize less than their 
nominal cost to the dealer. On the face of the transaction the dealer 
sells a new car for $3,000, allows $1,000 on a used car, and collects 
$2,000 in cash. He sells the used car for $800, Under good ac- 
counting practice, the apparent loss of $200, plus expenses of resale 
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should be shown as a deduction from the gross sales price of the new 
car, rather than as a loss arising from the sale of a used car. 

A manufacturer of electrical supplies shipped goods, freight pre- 
paid, the freight charge being merged in the invoice prices. The 
earnings statement prepared by the auditor showed freight outward 
classified as a selling expense, whereas in this instance the item 
should have been deducted from sales. A mistake of this nature 
might easily throw the percentage of gross profit and selling expenses 
to sales somewhat out of line with corresponding percentages for the 
previous year in which the correct classification was used. 


Doubtful accounts.—The earnings which we have been consid- 
ering are gross and are so stated whether they are realized in cash 
or its equivalent. The question arises as to whether an allowance 
for doubtful or bad accounts should be considered at this stage and 
be deducted direct from the gross earnings, or should be treated as 
an expense of administration or selling and be included in one of 
those groups. The proper place is in that group to which is attributed 
the cost of collecting the proceeds of the sales. 

One concern may decide to take its chances on the acumen of its 
salesmen and so maintain no credit department. The proportion 
of bad accounts may be fairly large, but not large enough to warrant 
the expense of maintaining a competent credit force. Another con- 
cern in the same business may have a well-equipped credit department 
and its losses from bad accounts may be very small; but the cost of 
maintaining its credit department must be grouped with its bad-debt 
losses if an intelligent comparison with the other concern is desired. 
For these and other reasons the provision for bad accounts should 
not be deducted directly from the gross earnings. 

The allowance for doubtful accounts, however, should be deducted 
from the accounts receivable on the balance-sheet. It is not a liability 
and should not be placed among liabilities or on the liability side of 
the balance-sheet. It may be better in some cases to use the expres- 
sion “‘provision for bad and doubtful debts,” in place of the expres- 
sion, “allowance for doubtful accounts.” 

When accounts or notes receivable have been charged off because 
believed to be worthless, it is proper to include any subsequent collec- 
tions on their account as income of the year in which realization 
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occurs. It is not good accounting practice in such circumstances to 
reopen accounts of previous years. 


Income from work in progress.—Earnings which are repre- 
sented by completed transactions with trade debtors must be clearly 
distinguished from earnings which are represented by transactions 
only partly completed, whose results are in doubt. Except in unusual 
cases, no profit should be taken unless a cause of action has arisen 
which can be enforced against the debtor. In other words, if work 
in progress cannot be earmarked for a definite customer, or if it has 
not proceeded far enough to form the basis of an action, it must be 
taken into the inventory and valued as an inventory item and not 
as an account receivable. Ordinarily in such circumstances no profit 
or loss should appear in the income account except when there is a 
definite change in values at the date of the balance-sheet and accuracy 
demands a revision. If a revision is justified the result must appear 
as a separate item; it must not be merged with realized income.t But 
if work is undertaken “on order” and is proceeding satisfactorily, 
and if it is apparent that the estimated profit will be realized, it is 
permissible to take credit for the proportion of profit earned to the 
date of the income account. 

Ordinarily, on the theory that profits must not be anticipated, 
this principle is not considered conservative. In trading concerns 
orders are frequently taken far in advance, and goods in an inventory 
may have been sold and are simply awaiting delivery. Accounting 
authorities in the past have agreed that the profit on such sales 
should be deferred to the period in which delivery is made. It may 
be pertinent to inquire, then, why accounting authorities agree that 
a profit can be taken on large contracts only partly completed and 
with many contingencies to face, any one of which may delay or 
prevent the fulfilment of the contract according to its terms and 
oppose anticipating the profit on manufactured goods sold but not 
delivered. Perhaps the best and frankest answer to this argument 
is that expediency governs one case, while the practice of deferring 
profits almost but not quite realized is due to conservative commercial 
practice. 

Under ordinary conditions the author does not believe that profits 
on undelivered sales should be anticipated. Most concerns which sell 


‘See rules for inventory valuations, page 143 eft seq. 
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ahead have a fairly constant and uniform business and no statistical 
problem arises when sales expenses are charged to one period while 
the following period reaps the benefit. But a shipbuilder may have 
a dozen large jobs under way at the end of one fiscal period, while he 
may have six or eighteen jobs under way at the end of the next 
period. If he takes up the profit on completed jobs only, his books 
may indicate a state of affairs vastly different from the facts. His 
most prosperous year may easily appear as the worst. The same 
thing is true of contractors in the building and similar trades. 

It may be urged that the taking of a profit on uncompleted work 
is an extreme example of the practice of anticipating earnings, a 
practice which is condemned throughout this book. This is admitted. 
It should be borne in mind, however, that when there are inventories 
and similar assets, the closing of the books is necessarily based on 
estimates. Many serious mistakes have been made in fixing valua- 
tions on real-estate and stock-in-trade. 

If the units of production are small and if the time of completion 
is comparatively short and there are no substantial fluctuations in 
prices, there is no sanction for including any profit whatever in the 
inventory prices of unfinished goods. Under an accurate and care- 
fully kept cost system it may be possible to find the cost price of 
work in progress. The auditor should ascertain that the principles 
upon which the costs have been calculated are correct and he should 
also satisfy himself that the quantities have been checked and certified 
by responsible persons. 


UsE oF ESTIMATES.—The necessity of closing at a fixed date each 
year may require the use of careful estimates. A contractor who, 
over a period of years, carefully estimates the value of work in 
progress and conservatively estimates his profits, arrives at figures 
quite as trustworthy as any that would be found in the accounts of 
a concern which manufactured small units of production and reli- 
giously refrained from anticipating profits. Experience in dealing 
with contractors’ accounts soon enables the auditor to verify, at least 


approximately, the accuracy of the figures submitted for work in 
progress. 


FIXED PERCENTAGE BASIS.—Recently, the practice of having work 
done at a maximum profit or upon a fixed percentage has been ex- 
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tended to much work which formerly was undertaken for a round 
sum. In such cases the profit is determined by the amount of the 
work completed and may be taken into account in the same way as 
professional earnings. 


Departmental profits.—It is held by some accounting authorities 
that when the product of one department of a business is completed 
and is turned over to another department, the originating department 
may take credit for its production at the market price, and, if the 
market price is in excess of its cost, a profit is earned and may be 
taken into account immediately. 


STAGES OF MANUFACTURE.—It is pointed out that in some con- 
cerns there may be, say, four distinct stages in the manufacturing 
process between raw product and finished goods. Other and com- 
peting concerns may have one, two or three of these stages, and what 
is an intermediate stage for one is raw material for another. 

For instance, a steel manufacturer mines his own ore and manu- 
factures his own pig iron. A competitor purchases all of his pig 
iron. The former’s iron costs $10 per ton; the latter, having to buy 
on the market, is not able to obtain iron under $12 per ton. The iron 
is used to manufacture identical products in both plants. At what 
price should the former concern charge the department to which the 
iron is delivered? If at $10 per ton, the manager is credited with 
having a lower cost of production than his competitor. 


FALLACY OF COMPUTING PROFIT ON GOODS SOLD TO ONE’S SELF.— 
The argument in favor of charging separate departments of a busi- 
ness with market rather than with cost prices is a strong one, provided 
the interdepartmental profits are suspended until the product is 
finally sold. But if the profits are not suspended, a concern manu- 
facturing its goods from the first stage to the last may find itself in 
possession of a large inventory of manufactured goods and a large 
apparent book profit and yet be wholly unable to convert this book 
profit into cash. 

In order to show actual values for comparative purposes and to 
determine the efficiency of different departments, it may therefore be 
permissible to adjust costs to market prices, provided that in all ‘cases 
allowance is made for intermediate profits or they are deferred until 
there has been a conversion into cash or its equivalent. 
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A complete answer to the demand for an earlier disposition of 
these profits is this. The purpose of organizing an enterprise which 
includes various stages of manufacture is to produce a given article 
finished for market at the lowest possible price. The more numerous 
the stages covered, the lower the cost is supposed to be. This is not 
the case when credit is taken for a series of profits throughout the 
process of manufacture which obscure the actual cost of the finished 
article. 


Intercompany profits.—In recent years there has been a tend- 
ency to concentrate production, and the same problem arises with 
respect to intercompany profits. In the case of intercompany trans- 
actions the principle which is applied to interdepartmental income 
should be observed. 

Some large industrial enterprises control several or all of the 
processes of manufacture of one or more products. - Frequently the 
various processes are performed by plants which are entirely distinct 
units operating under their own individual charters. As a conse- 
quence, frequent sales and resales are made, with the result that 
profits are shown on intercompany sales and quantities of merchan- 
dise appear in the inventories at prices greater than actual cost. It is 
now generally recognized as good accounting practice to eliminate all 
intercompany profits and the corresponding excessive inventory val- 
uations from statements which purport to show the true financial 
status of the group of related companies. The United States Steel 
Corporation, for example, in its consolidated balance-sheet lists its 
inventories of products on hand which have been sold and transferred 
from one subsidiary company to another, at net value, i.e., substan- 
tially the cost of production to the companies which furnish the 
products. 

This represents sound, conservative accounting and should be 
followed by every corporation which desires to allow the future to 
reap the benefit of future transactions, rather than to sell goods to 
itself at a profit. An auditor no longer has any option on this point. 
He cannot insist that the adjustment be made, but if it is not made he 
must qualify his certificate accordingly. 


WHEN COMPANIES FORMERLY DOING BUSINESS WITH EACH OTHER 
ARE MERGED HOW SHALL THE FIRST STATEMENT TREAT INTERCOM- 
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PANY PROFITS?—When companies with no corporate relationship to 
each other, but owned by the same interests, request consolidated in- 
come accounts the intercompany profits should be eliminated. If the 
income accounts were shown separately and then combined the dis- 
crepancy would be noticeable. The auditor’s explanation must be 
that as to separate corporate entities the statements are true, but 
that, if there are any advantages in consolidating the accounts to con- 
vey the impression that there is only one entity, the rule against 
making a profit by trading with one’s self must be invoked. 

In some cases auditors have not insisted on actual elimination of 
the profits and have merely noted the amount in parentheses wher- 
ever the information might be expected. Here again the important 
principle is adequate disclosure of the facts. 


Income from sales for future delivery.—It has already been 
said, under “Income from Work in Progress,” ? that it is customary 
in many kinds of business to solicit and accept orders for future 
delivery. If the expenses of taking the orders have been incurred 
and if the goods themselves are on hand ready for delivery, it may 
seem ultra-conservative to advocate waiting for actual shipments 
before taking credit for the profit. Nevertheless, this practice is 
generally followed by successful concerns, whereas the unsuccessful 
business man, in his attempts to bolster up a tottering business, 
usually anticipates every profit in sight and forgets the accrued 


expenses. 


DANGER OF CANCELLATIONS.— Theoretically, if goods have been 
sold and are ready for shipment and if the terms of the order permit 
immediate shipment, it may be assumed that a cause of action has so 
nearly arisen that no great harm can follow if the goods are entered 
as a sale, accounts receivable are debited, and the income account is 
increased by the profit. But every business man knows that up to the 
instant of shipment, and sometimes afterwards, cancellations are 
received and accepted, or that a fire or some other contingency may 
prevent the consummation of what appears to be a certainty. Under 
normal conditions the conservative business man does not and will 
not anticipate the profits on goods ordered but not shipped. The con- 


* Page 360. 


374 AUDITING—THEORY AND PRACTICE [Chey 


servative auditor will not give an unqualified certificate where 
accounts are prepared on the basis of anticipated profits. 

In a going business it is assumed that orders are in hand for 
future delivery, and when prices are reasonably stable the profit on 
such orders should appear in the period during which deliveries are 
made. In such cases inventories are valued at original cost, which 
is the same as replacement cost; therefore balance-sheets are not 
affected. When replacement costs are greater or less than original 
cost, succeeding periods, as well as balance-sheets, are affected, unless 
adjustments are made as of the date of the balance-sheet.* 


Participations and underwritings.—During recent years bank- 
ers have extended the privilege of participating with themselves in 
underwritings and purchases to a considerable number of investors 
and others. It is therefore not unusual to see some reference to such 
participation in books of account. 

Perhaps it can be said that most underwritings yield a net income 
to participants; but many wind up with a loss. Interim accounts 
are reports of progress only and may be founded on the quotations 
of a supported market, so it is most unsafe to take into account any 
income at all from these sources until it is realized in cash. 

This rule applies with equal force when securities of a new cor- 
poration are distributed as a bonus. There may be a market price 
which seemingly assures a handsome profit, but such quotations may 
be nominal only. The sale of a part of the participation at a profit 
on the purchase price should be applied against the entire purchase 
in order to write down its book cost. This is based on the same 
principle, viz., that the market may be a fictitious one and therefore 
not indicative of continuing market values. 


Income arising from sale of capital assets.—It may be that a 
profit has been realized from the sale of a substantial portion of the 
fixed assets of a concern. Legally this profit may be carried to sur- 
plus and distributed as a dividend, but such a course is apt to create 
a false impression on stockholders. It is much better to carry the 
item to an account such as capital surplus, whose caption indicates 
the character of the entries, and to state it on a balance-sheet as a 
separate section of the surplus account. In such circumstances it can 


“For discussion of this subject, see page 187 et Seq. 
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be held as a contingent reserve against possible losses on other capital 
adjustments. 


Income from royalties.—When royalties are received as a re- 
sult of the disposal of patent rights, lease of ore lands, etc., the 
auditor should examine the contract or agreement to determine the 
basis of the royalty charges. In many cases royalties are based upon 
sliding scales or upon output or some other contingency which should 
be verified. 


Appreciation in value of assets.—It has been suggested else- 
where in this book that appraisal companies are apt to certify valua- 
tions in excess of book figures. It must be said in favor of these 
companies that they seem to carry on their appraisals in a careful and 
conscientious manner and it may be that the large increase in costs 
of materials and labor since the outbreak of the World War justifies 
their apparent overvaluations. 


Errect on costs.—Many business men who obtain an appraisal 
which sets forth that their buildings and machinery, on the basis 
of a replacement valuation less depreciation, are worth more than 
they cost originally, wish to set up the enhanced values on their books 
and statements, but do not like to be told that they are making trouble 
for themselves. They have a larger valuation to wipe out by means 
of depreciation allowances, and thus, in a sense, they are increasing 
their cost of production. After a credit to current or earned surplus 
account is once made, it is most unlikely that any part of it will be 
used except for dividends. 

Where the book value is increased, with a corresponding credit to 
a special surplus account, and the periodical provision for deprecia- 
tion is increased in proportion, the amount of the increase might be 
credited to surplus on the theory that this is an additional earning 
due to an increase in the asset value. In reality, there is no change 
in the final result because the special earning is offset by the increased 
cost. All that is gained is an increased cost figure based to a certain 
extent on the increased valuation in the appraisal. 

If it is intended that the current income account shall be charged 
with sufficient depletion or depreciation to replace the appreciated 
value of the asset, the pericdical charge must be on the basis of the 
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written-up value; this is proper procedure under federal income-tax 
practice when the revaluation is at March 1, 1913. Under ordinary 
accounting procedure, income is debited only with amounts which 
will equal the original cost of the asset. Surplus arising from re- 
valuation of assets is debited with the difference between cost and 
depletion or depreciation based on appreciated value. 


VALUATIONS AT MarcH 1, 1913.—It is entirely proper to set up 
actual values at such dates as March 1, 1913, for tax purposes; but 
these revaluations should be so clearly stated in books of account 
and balance-sheets that no one will be deceived. 


Cost AS BASIS.—Capital assets should be carried at cost unless 
and until some change occurs which justifies a revaluation. In a 
going business, the ownership or control of which does not change, 
revaluations may be made at any time provided the changes between 
original costs and revaluations are clearly shown. 
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The several accounts which show the details of the charges 
against or deductions from the earnings of an enterprise are fully 
described in Chapter 27, page 574 et seq., “The Detailed Audit—Pur- 
chases and Expenses.” There are, however, certain accounts which 
do not arise out of cash transactions and others which need additional 
explanation. 


Depreciation.—The question of depreciation is important enough 
to require two chapters for its discussion (see Chapters 31 and 32), 
but at this point it is in order to consider whether or not depreciation 
should be included among the cost and expense items in the current 
income account. 


PROPER TREATMENT OF DEPRECIATION.—It will always be ad- 
mitted that wear and tear, and perhaps obsolescence, are going on 
all the time. If not admitted in so many words, the repairs and 
maintenance accounts speak for themselves. The usual and time- 
worn argument against provision for deterioration is that constant 
attention is given to the up-keep of the plant and that renewals and 
repairs receive attention as soon as, or perhaps before, occasion 
demands. 

Disregarding for the moment the fact that there is always a con- 
siderable amount of accrued wear and tear not sufficiently apparent 
to necessitate immediate attention, we may consider the question 
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whether the renewals and repairs which are imperative are always 
included among the expenses or costs and recur regularly enough to 
be charged up as incurred without upsetting the equilibrium of the 
accounts, or whether these expenditures ordinarily fluctuate so greatly 
that factory managers are justified in leaving them out of considera- 
tion in self-defense, because, when included, their costs vary to such 
an extent that comparative records are ludicrous. 

Now in the case of fuel no such difficulty arises. Purchases and 
consumption run along regularly and no one thinks of omitting the 
cost. Wherein lies the essential difference between the cost of fuel 
consumed under a boiler and the accruing loss on the purchase price 
of the boiler itself? Both are consumed in the process of manu- 
facturing. The cost of both must be reimbursed from the proceeds 
of the sale of the product manufactured, or the capital of the concern 
is depleted. Capital depletion is exactly what happens in thousands 
of cases. The cost of fuel is made a part of the cost of the product, 
but for some mysterious reason it is assumed that the cost of the 
boilers will be provided in some other way. 


OPERATIONS OF FIRST YEAR.—The most flagrant fallacy is some- 
times advocated with reference to the accounts of the first year’s 
operations of a new plant. The management, if sane, knows that 
the buildings and machinery will not last forever and that into every 
unit of production there has entered some part of the entire cost of 
the plant. In point of condition the physical plant may appear to be 
in better condition than at the beginning of the year but why should 
the value of the use of the plant be ignored? 

It would be ridiculous to charge the total cost of buildings and 
machinery to the operations of the first year, but is it not equally 
unsound to make no charge whatever to operations merely because 
the exact amount of the charge is somewhat difficult to ascertain? 
If the same thought were given to calculating what proportion of the 
cost of a boiler enters into the cost of operation as is given to deter- 
mining the basic costs of other elements which enter into the manu- 
facturing operations of a modern plant, the amount ascertained 
would be accurate enough to form a trustworthy item of prime cost. 

To sum up, the operations of the first, as well as all subsequent 
years, must pay for the use of the equipment. When normal produc- 
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tion is not reached until sometime during the first year, an adjust- 
ment of the account should be made. 


Obsolescence.—The author is not prepared at this time to sup- 
port the contention that an allowance for other than ordinary obso- 
lescence is an item of prime cost, like that for depreciation. The 
latter is certain and cannot be avoided any more than taxes or death. 
It is true that most of our modern machinery has superseded other 
machinery which was not worn out, and that a plant built ten years 
ago, which counted on a twenty-year life for its equipment and set 
up a depreciation allowance on that basis, has not been able to renew 
the machinery out of the allowance. 

Let us take the case of a machine costing $1,000 in 1921, having 
an estimated life of fifteen years, and a scrap value of $100. There 
is a net sum of $900 to charge to operations, and a depreciation al- 
lowance based on the expected life would be conservative accounting. 
In 1928 it is found that the machine is obsolete and a new one costing 
$1,500 is purchased, but the new one has twice the capacity of the 
old. Here to a large extent we find our answer. An old machine 
should not be superseded by a new one unless the latter has greater 
efficiency or capacity. This principle supplies authority for capi- 
talizing part of the cost of the new machine unless the new machine 
costs no more than the one superseded. 

It is obvious that obsolescence cannot be foreseen, and therefore 
any attempt to reduce the contingency to a definite allowance to form 
part of current operating costs defeats its own purpose. In view of 
the rapid strides in all the mechanical sciences, obsolescence is likely 
to continue to be a serious factor in the utimate cost of producing 
manufactured goods. Therefore, whenever possible, an allowance 
should be made to meet the possibility but the allowance should be 
provided out of income before stating the surplus applicable to 
dividends—never as an item of prime cost. 

What has been said refers to specific reserves out of surplus 
for extraordinary obsolescence. It is not intended to discourage 
liberal allowances for depreciation which in effect include what may 
be termed ordinary obsolescence. It is almost impossible to differ- 
entiate between ordinary and extraordinary depreciation ; but in prac- 
tice there is a distinction. When a depreciation rate of 10 per cent on 
machinery is fixed, it is usually assumed that the possible effective 
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life is more than ten years, although as a general average the effective 
life of machinery is not more. The element of obsolescence operates 
to reduce the average life. This may be termed “ordinary obso- 
lescence.” There is no objection to separating the Io per cent rate 
into the parts applicable to depreciation and to obsolescence; but 
good accounting practice does not require such segregation. 

Here are two illustrations of the uncertainty of obsolescence: 

The Consolidated Stock Exchange Building in New York was 
erected in 1907; it was torn down in 1927. Had an annual depre- 
ciation rate of 5 per cent been established for the building in 1907, 
or even a few years ago, it would have seemed absurdly high. 

The W. C. T. U. Temple in Chicago was erected in 1892 and 
torn down in 1926. Its construction was of the type to which is 
assigned a life of 50 years. 

Some of the factors contributing to the obsolescence of buildings 
are these: 


. Changing trade centers. 

. Changing of design. 

. Improved methods of planning, construction and operation. 

. Better lighting and ventilating design. 

. Erection of adjacent buildings which adversely affect light 
and ventilation. 

6. Appreciation of land values demanding greater interest 

return. 
7. Removal of building restrictions. 
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If it can be determined with reasonable accuracy that property 
will become obsolete on a future date, the expected loss may be 
treated as an expense apportioned over the intervening period. 

Allowances for extraordinary obsolescence are in the nature of 
contingency reserves, because they anticipate the unknown. It is 
not proper to make charges against income unless their ultimate dis- 
position is reasonably certain. 


Accrued expenses, etc.—It is perhaps superfluous to say that 
the items of expense in an income account embrace those which have 
accrued during the period, whether paid or not. At the closing date 
all accrued expenses, rents, taxes, interest and similar items should be 
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ascertained and entered as liabilities on one side and charged to their 
respective expense accounts on the other. When accounts are kept 
on a cash basis the accruals are omitted. 

As many of these expenses are more or less unexpected, some 
will be unavoidably omitted. The question then arises in subsequent 
audits, whether or not the items applying to prior periods should be 
charged to surplus or be included among the current expenses of the 
period in which paid. There are two reasons in favor of the latter 
practice. In the first place, when charges are made against an old 
book surplus it simply means that so far as published accounts are 
concerned, the charges are never in evidence. That is, the items are 
not known at the time and are therefore omitted from the accounts 
in the period to which they belonged, and, being eliminated from the 
period in which paid, they practically disappear. 

The most vaiuable records compiled are comparative schedules of 
earnings and expenses, and when these are carried along from year 
to year it is practically impossible to adjust reports which are per- 
haps a year old and have been often used for comparisons. There- 
fore, proper accounting practice permits the inclusion of expenses 
accrued from former years in the current income account, without 
calling special attention to the matter, unless the items are large 
enough to alter materially the results. In that case the items are de- 
ducted from the net income of the current year before a transfer to 
surplus is made. If the items are comparatively small it may be 
assumed that corresponding items are omitted from the current ac- 
counts. These will have to be entered in some subsequent period. 

This must not be construed as an excuse for closing accounts 
before every known liability is taken into consideration. The auditor 
who does not satisfy himself that all known liabilities and those which 
should ‘be known are included in a balance-sheet, is guilty of negli- 
gence and deserves any ill consequence which may ensue. 


Bad debts written off.—The auditor should satisfy himself that 
the bad debts written off have been duly approved by responsible 


officers. 


BAD DEBT RECOVERIES.—The auditor should examine accounts 
written off during previous years and see whether any effort is being 
made to collect those which are not absolutely worthless and, what is 
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equally important, see that any recoveries have been properly 
recorded, 


Trade discounts.—The author, in common with most practition- 
ers, has aways stated that trade discounts are direct deductions from 
invoices and therefore should not appear in the books of account of 
the seller or of the purchaser. 

It is true, however, that in some trades considerable emphasis 
is placed upon the variations in trade discounts; consequently the 
student of accounts should be given an opportunity to decide for 
himself whether trade discounts have any place in books of account 
or not. This point assumes importance in auditing, because the audi- 
tor cannot very well report the amount of trade discounts given or 
received unless the items have been kept separate throughout the 
accounting period. 


TRADE VERSUS CASH DISCOUNTS.—When the rate of discount for 
prepayment is 2 per cent flat or less, it is proper to consider it a true 
cash discount. When the rate of discount is more than 2 per cent, 
it is not logical to look upon it as a premium for prepayment.’ Many 
so-called cash discounts are 7 per cent flat. When such a rate is used 
it is not logical to deal with it in any other way than as a deduction 
from sales. The concern making the sales should deduct the dis- 
counts, in an aggregate sum if more convenient, from the outstanding 
accounts and the purchasers should deduct the discounts from their 
cost prices and from their inventories. The rule is a somewhat rough 
and ready one but it is accurate enough. It is not inflexible but 
should be followed unless a better general rule can be devised. In 
defining “cost” and “net sales” there must be some uniformity even 
though precise formulz are not always possible. 


Cash discounts.—Where it is customary to permit trade debtors 
to deduct a discount for cash within a limited period, these deductions 
are entered in a special column of the cash book. The discount 
allowed up to the date of the closing will, of course, appear in the 


_. The arbitrary selection by the author of 2 per cent is based on an estimate 
which is approximate. In any event it affords a reasonable basis for a gen- 
eral rule and has the merit of being definite. When conditions permit the 


computation of some other rate as the dividing line, the more accurate rate 
should be used. ; 
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books, preferably in a separate ledger account. The auditor should 
ascertain whether or not discounts are taken by some customers 
in spite of the fact that their payments are made long after the dis- 
count period has expired. 

The aggregate of cash discounts should be entered among the 
expenses of the business and not as a direct deduction from gross 
earnings. The theory is that the discount allowed is a premium 
given to induce prompt payment as well as for the use of the 
money earlier than could be expected if no inducement were offered. 
If these allowances are strictly cash discounts, and are granted only 
if the debtor pays within the time specified, they are clearly an ex- 
pense and should not be charged against sales as if they were in the 
nature of an abatement of the purchase price of the goods. 


Disposition of Net Income 


When an auditor has determined the amount which he is willing 
to certify as “net income,” the difficult part of his task is completed. 
Probably he will not be asked whether the amount shown should be 
paid out in dividends or transferred to surplus, and as a matter of 
principle he is not concerned. However, his opinion may be asked, 
and if so, he may be able to suggest the disposition of net income 
which is for the best interests of the concern. 


Dividends.—Whether to declare a cash or a stock dividend is a 
question which may very properly be referred to the auditor. There 
should be no transfer of net income to earned surplus account unless 
the entire amount is applicable to dividends when and if declared. 
The net income for the period is first shown, then any transfers 
which have been authorized by the board of directors are deducted, 
and the balance is carried to surplus. This practice of carrying the 
balance of income to surplus has been followed for a number of years 
by some of our best-managed corporations, and has the sanction of 
law, because the courts have repeatedly held that the directors of a 
corporation need not declare dividends unless they so desire, provided 
they can show that the funds which would be required for dividend 
disbursements can be used to better advantage in the business. 

When, however, the directors invest the surplus in securities the 
control of which is not a necessary incident to conducting the busi- 


384 AUDITING—THEORY AND PRACTICE [Ch. 18 


ness for which the corporation was organized, they carry this practice 
to an extreme which stockholders never expect when they purchase 
stock. In some such cases stockholders have been successful in forc- 
ing the payment of cash dividends. 


THE LAW IN Encitanp.—Table A of the English Companies 
(Consolidated) Act, 1908, provides in section 99 as follows: 


The directors may, before recommending any dividend, set aside 
out of the profits of the company such sums as they think proper as a 
reserve or reserves which shall, at the discretion of the directors, be 
applicable for meeting contingencies, or for equalizing dividends, or for 
any other purpose to which the profits of the company may be properly 
applied, and, pending such application, may, at the like discretion, either 
be employed in the business of the company or be invested in such invest- 
ments (other than shares of the company) as the directors may from time 
to time think fit. 


This provision is not necessarily binding on all English companies, 
as they may incorporate in their articles of association a definite 
expression of contrary intent. But where articles of association are 
not registered or where there is no contrary intent in such articles as 
may be registered, the provision quoted is binding on the directors of 
the company. 


SUMMARY OF ENGLISH LAW.—English law cannot be regarded 
as finally and unequivocally settled until the House of Lords has 
spoken. But many cases have been decided by the high courts, and 
the decisions stand as law until reversed or modified by the House 
of Lords. The following summary of the present status of English 
law with respect to the problem of profits available for dividends, is 
of interest.” 


1. With respect to the depletion of wasting assets, such as mines, 
whether the loss has accrued in the past or has occurred during the 
fiscal period under consideration, the matter of a reserve out of profits 
is at the discretion of directors, provided there is no requirement of a 
reserve in the articles of association and creditors are not harmed. 

2. With respect to the value expiration of fixed assets, such as plant 
and machinery, the following rules govern: 

(a) Depreciation due to wear and tear and physical decay, which 
has taken place during the current fiscal period, must be provided for, 


* Profits, Dividends and the Law, Prosper Reiter, Jr., pages 83, 84. 
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probably at all events, irrespective of failure to require it in the articles 
of association. 

(b) Accrued depreciation not adequately provided for in the past 
must also be made good, except where preferred stockholders, by the terms 
of their contract, are entitled to a dividend out of each year’s profits taken 
as a separate unit. But where the articles of association provide that 
directors may set up such reserves out of profits as they see fit, cumu- 
lative preferred stock issued under no special contract is subject to such 
provision. 

(c) Obsolescence which can be shown to exist, because of the pe- 
culiar nature of the business under consideration, must be taken care of 
out of profits. 

(d) No allowance for depreciation will be required out of profits, 
before paying a dividend, where it can be shown that appreciation of 
assets as a whole has counteracted the depreciation. 

3. Any value expiration of fixed assets not due to causes arising di- 
rectly out of the business need not be made good out of profits before 
paying a dividend, whether it be past or occurs during the current period. 

4. Any value expiration of “circulating capital” (i.e., current assets) 
which has occurred in a previous year need not be considered in deter- 
mining the net profit of the current year. 

5. Where it is allowable to capitalize an expense, such as organiza- 
tion expense, it being customary to gradually write it off out of profits, 
courts do not require this amortization. 


Position to be taken by auditor.—An auditor should recom- 
mend the setting aside of reserves for contingencies or for the 
equalization of dividends or for other reasonable purposes, so long 
as the financial condition of a corporation demands conservative 
financing; but when it finds itself so well off that it can pay all its 
debts and have remaining cash enough to purchase investment 
securities, the auditor should allow the board of directors to take all 
responsibility for such action. The auditor should have nothing to 
do with a paternalistic policy. Stockholders forget dividends quickly, 
and sometimes it is not thought safe to pay out big dividends in 
good years and small or no dividends in poor years. But some stock- 
holders are as well qualified to invest their earnings as are the 
directors. They may prefer variation in the dividend rate to an 
attempt to build up a big surplus, at the cost of justly distributable 
dividends. 


CHAPTER 19 


CONSOLIDATED BALANCE-SHEETS AND 
INCOME ACCOUNTS 
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The discussion in this chapter is limited to matters which arise in 
the audit of accounts that should be consolidated in order to exhibit 
true financial conditions. 

The audit of the accounts of holding companies presents few 
problems which are not found in the audit of all corporate accounts. 
The verification of the assets and liabilities and of earnings and 
expenses follows the same general plans which have been fully dis- 
cussed elsewhere in this book. In the method of presentation and 
publication of results, however, the auditor finds questions of great 
importance. Formerly many balance-sheets and income accounts of 
holding companies were conspicuous for the information which they 
did not disclose: in some cases there was deliberate intent to deceive ; 
in other cases it was assumed that the best interests of the stock- 
holders would be served by concealment of the facts. Opportunities 
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for diversion of assets and for manipulation of income or expenses 
by means of misleading statements are so many that unusual care 
must be taken to disclose all the facts. 

An auditor is no more justified in certifying to the accounts of a 
holding company when he has not audited the accounts of a sub- 
sidiary, than he is in certifying to the accounts of another corporation 
when he has failed to verify the accounts of its branches. As has 
been said: + 


The accounts of a corporation should be prepared so that the auditor 
can certify that the balance-sheet represents the true financial position of 
the company, and that the profit-and-loss account is a fair statement of the 
result of the company’s operations. It has long been recognized by ac- 
countants that in the case of corporations with subsidiary companies these 
two conditions can only be shown by the preparation of consolidated ac- 
counts. If bankers had insisted on the preparation of such accounts they 
would probably have avoided several unpleasant experiences... . 

For a time many lawyers were opposed to the presentation of consoli- 
dated accounts by companies to their stockholders, but the leading law- 
yers engaged in corporation practice have long since recognized that the 
technical legal situation is less important to stockholders and the public 
than the substantial position and have accordingly accepted the principle 
of consolidated accounts... . 

It may therefore be fairly said that the principle of consolidation has 
attained general acceptance. ’ 

The existence of separate legal entities seems to convince some 
corporate officers that there is not the same degree of accountability 
as when there is only one entity. When a corporation owns and 
operates branches, no one thinks of publishing the head-office ac- 
counts and omitting the branch accounts, or of including the accounts 
of certain profitable or unprofitable branches and omitting others. 
Such accounts are not even described as consolidated; it is taken 
for granted that all are inseparable parts of a whole. But formerly, 
in many cases of close affiliation between corporations, there was no 
attempt to consolidate some of the accounts and in some cases there 
was no consolidation at all. When there is control, there is account- 
ability; when there is accountability, there should be complete dis- 
closure to owners. The published accounts of holding companies or 
of affiliated groups should be stated as nearly as possible in the same 
way as head-office and branch accounts. There are certain legal 


1Geo. R. Webster, “Consolidated Accounts,” 28 Journal of Accountancy, 


) 


258. 
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and accounting difficulties to be overcome when there is not complete 
ownership; but on the whole the difficulties are not insuperable, and, 
in some cases where the greatest complications exist, all such prob- 
lems have been solved. The accounting and constructive require- 
ments of consolidated balance-sheets and income «accounts are 
discussed and fully explained in any good book dealing with account- 
ing procedure. The auditor is concerned chiefly with the form of 
publication. Elimination of intercompany transactions automatically 
permits the consolidation of all the accounts. The facts can be pre- 
sented in no other way. 


Definition of “Subsidiary.”—The word “subsidiary” in account- 
ing practice means a corporation the majority of whose stock is 
owned by another corporation. The term does not include corpora- 
tions which are merely controlled through substantial minority hold- 
ings or by means of operating contracts. 

In many cases the accounts of partly owned subsidiaries are not 
consolidated with those of the holding company. Ownership of 51 
per cent of the stock of a subsidiary may insure permanent legal 
and operating control ; but the relations between the holding company 
and the subsidiary may be such as to render it unnecessary or objec- 
tionable to consolidate the accounts. — 

The Anaconda Copper Company in 1920 adopted the policy of 
consolidating the accounts of all subsidiaries which were 75 per cent 
or more owned. So far as any uniformity at all exists this represents 
present practice. Agreements relative to note issues usually define 
subsidiary companies as those which are 75 per cent or more owned. 


Definition of “Affiliated.’”—An affiliated corporation is one 
which is related to one or more other corporations, in which owner- 
ship or control is jointly exercised but the ownership is not sufficient 
to call for consolidated balance-sheets or income accounts.? 

The words “affiliated” and “subsidiary” are used interchangeably, 
but really are not synonymous, as a subsidiary is always affiliated 
within the common meaning of the word, but all affiliated corpora- 
tions are not subsidiaries. 


_* The United States Treasury uses “affiliated” in the opposite sense, ap- 
plying it to those corporations of which sufficient stock is owned Dy another 


vain or by the same interests to warrant a consolidated return under 
the law. 


Ch. 19] BALANCE-SHEETS OF HOLDING COMPANIES 389 


Balance-Sheets of Holding Companies 


The balance-sheet of a holding company is wholly devoid of the 
information an investor or stockholder seeks unless the details of 
the assets and liabilities of the subsidiary corporations are included, 
and that of course means a consolidated balance-sheet. 

The chief criticism leveled against a balance-sheet of a holding 
company which is not consolidated is that the absence of data rela- 
tive to the current assets and liabilities of the subsidiaries makes 
it impossible to form an opinion as to whether the concern as a 
whole is properly financed or there is need of additional working 
capital to prevent bankruptcy. 

The balance-sheets of some holding companies show among the 
assets the net assets of the subsidiaries. That is, from the accounts 
receivable and inventories are deducted the accounts payable, and 
the resulting balance is shown as an asset. This is obviously wrong. 
The trade debts may be out of proportion to the assets and may be 
overdue and pressing. 

Of course, there is not the slightest objection to preparing and 
presenting the balance-sheet of a parent corporation. Some banks 
require it in addition to the consolidated balance-sheet, and some- 
times the separate balance-sheets of all subsidiaries must be sub- 
mitted. The reason for this is that questions about the direct 
liabilities of one or more of the subsidiaries may arise. 

The elimination of intercompany accounts practically clears the 
balance-sheet of all items which do not appear in the ordinary balance- 
sheet, except when there are minority interests. The consolidated 
balance-sheet shows in the usual way the funded debt of the holding 
company and of the subsidiaries in the hands of the public. The 
capital stocks of the holding company and of the subsidiaries in the 
hands of the public are separately stated. In stating the surplus 
accounts the parts applicable to the holding company and to the 
minority interests in subsidiaries are shown. A further separation is 
usually required to show surplus at date of acquisition (which is 
capital surplus so far as the holding company is concerned) and sur- 
plus earned after date of acquisition. When there are preferred stock 
issues, the minority interests in the surplus are computed on the 
basis of preferred stock at par, unless the preferred stocks are entitled 
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to a share in the profits. In such cases an adjustment must be 
made. 

The stock in the hands of the public and the share of surplus, 
including the share of earned surplus applicable to that stock, may 
be shown together, but in some cases the par, or stated value, of the 
stock must be segregated from the proportionate part of surplus to 
present a clear picture. We have seen that the share of surplus 
accruing to a holding company at the time of acquiring stock of a 
subsidiary is treated as a capital item. The holding company’s share 
of subsequent surplus of the acquired company is merged with earned 
surplus. 


Requirements of Federal Reserve Banks in case of redis- 
counts.—One of the reasons why banks call for more than consoli- 
dated balance-sheets is revealed in the following quotations from a 
letter to the author written by J. H. Case, deputy governor of the 
Federal Reserve Bank of New York: 


We have always felt that where a corporation owns all or enough of 
the capital stock of another corporation so that the latter corporation 
might be considered either a controlled, a subsidiary, or a proprietary 
concern, the balance-sheet submitted should be the consolidated state- 
ment of the parent and the subsidiary corporation in order that we might 
have full information in passing upon the eligibility as well as desirability 
of the paper for rediscount by this bank. 

In addition to the consolidated balance-sheet last mentioned, we be- 
lieve that there should also be furnished in instances of this kind, sepa- 
rate, individual statements giving the assets and liabilities of the parent 
company and each of the controlled, subsidiary, or proprietary concerns, 
as it sometimes happens that the borrowing is done not by the parent or 
principal concern but by the subsidiary. Moreover, notes of a purely 
holding company as a general rule are not eligible, although the paper of 
an operating subsidiary might be, provided its statement showed a rea- 
sonable excess of quick assets over current liabilities. 

With regard to affiliated companies as distinguished from subsidiaries, 
which may not be owned or actually controlled by another corporation but 
affliated through common ownership or otherwise, we do not feel that a 
consolidated balance-sheet discloses the required information, but that 
each of the affiliated corporations should make separate financial 
statements. 

Unless complete, detailed statements as indicated herein were avail- 
able, it would be difficult to determine whether or not notes of this char- 


acter would be eligible for rediscount by us, under the regulations of the 
Federal Reserve Board. 
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CONSOLIDATION OF AFFILIATED INTERESTS.—One of the major 
reasons for the growing practice of requiring consolidated accounts 
is the danger of suppression of information about unfavorable affilia- 
tions. When one corporation owns all or nearly all of the stock of one 
or more other corporations, good accounting practice requires con- 
solidation. When a man owns all or nearly all of the stock of 
more than one corporation, and there is no corporate ownership, the 
practice is not settled. The auditor should be guided by the relations 
between the three or more parties in interest. When a man owns 
the stocks of two corporations and the inter-relations are such that 
separate accounts may mislead those who are entitled to information, 
the auditor should insist on consolidating all the jointly owned prop- 
erties, including the accounts of the individual owner. In the letter 
which has been quoted Mr. Case expresses the opinion that in such 
cases consolidated accounts alone do not tell the whole story and 
separate statements are necessary. It is obvious, however, that sep- 
arate statements may not exhibit the status of the affiliated interests 
as a unit and consolidated statements supported by separate state- 
ments should be prepared. 


Form of balance-sheet.—In a consolidated balance-sheet all in- 
tercompany accounts are eliminated; it exhibits the debts due from 
the public and to the public. Any other form of balance-sheet which 
includes as assets or liabilities accounts due by one company to an- 
other, is misleading and useless for the purpose of disclosing what 
will be realized from the, current assets and amounts which will have 
to be paid. 


Intercompany accounts.—In making an audit of a company 
with subsidiaries, it is possible that intercompany items may be found 
in the regular accounts-receivable and accounts-payable records, in 
addition to regular intercompany accounts in the general ledger. 
Items of this character have often affected income accounts. 

The customary method of eliminating intercompany items is 
criticized as not being flexible enough, when there are many entries 
or many corporations. It is suggested that a “vertical’’ method be 
used and that the principle ‘“‘one line to one entry” be observed.* 


% The method is described by M. E. Peloubet in 35 Journal of Accountancy, 
413. 
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HoLDING COMPANIES WHICH OWN SUBSIDIARY COMPANIES WHICH 
IN TURN OWN MORTGAGED REAL ESTATE.—Some question may arise 
as to the treatment of bonds of a subsidiary not guaranteed by the 
holding company. If the assets of the subsidiary are sufficient to 
cover the liability, some auditors regard the point as an academic 
one, but it may be found that bonds of a subsidiary are not fully 
secured. It is said that the consolidation of the balance-sheets one 
with the other would thrust upon the holding company a liability 
not directly assumed, and if the auditor were sure that no contingent 
liability was involved, he might sanction the omission of both the 
assets and liabilities of the subsidiary. However, it will usually be 
found that the holding company will assume such a liability for 
the sake of continuing the business, and in that case the full amount 
of the bonds must be carried as a liability. 

The auditor cannot rely on the legal fiction that the holding com- 
pany is not liable legally for the indebtedness of the subsidiary. In 
most cases the property of the subsidiary is leased to the holding 
company. In any statement of the liabilities of the holding com- 
pany, omission of the bonded indebtedness of the subsidiary would 
be considered, under good accounting practice, to be omission of a 
material fact. 

In preparing a consolidated balance-sheet the following questions 
sometimes arise: 


1. Should the equity of subsidiaries in real estate be shown 
without mention of amount of mortgages, merely stating 
that the asset item represents the equity? 

2. Should equity be shown, stating amount of mortgages in an 
explanatory note? 

3- Should gross value of real estate be shown in short, the mort- 
gages deducted and the equity be carried out as an asset? 

4. Should the real estate be shown as an asset and the mort- 
gages as liabilities ? 

5. Does it make any difference to these questions if neither the 


holding company nor a subsidiary company is obligated on 
the bonds? 


In the author’s opinion the various notations which, it is sug- 
gested, may be appended to the balance-sheet do not clearly set forth 
the conditions. The real estate should be shown on the asset side of 
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a consolidated balance-sheet and the mortgages on the liability side, 
whether the holding company or the subsidiary or both be obligated 
on the bonds or not. 

This opinion disagrees with the opinions expressed in American 
Institute Special Bulletin No. 24. 


Can stock in wholly owned subsidiaries be included among 
investments?—There is a tendency of some auditors to relax the 
rule as to presentation of a complete picture of an integrated business. 
It was formerly supposed to be good accounting practice to insist on 
consolidated balance-sheets in the case of wholly owned subsidiaries. 
We now find certified published balance-sheets in which the stocks 
of wholly owned subsidiaries are carried as investments. The 
author’s attention has been called to the case of a rather unsuccessful 
automobile company which owns a discount company. The latter 
handles customers’ notes, etc. The subsidiary borrows heavily against 
the paper. The holding company’s balance-sheet does not disclose 
the large holdings of paper secured only by second-hand motor cars 
and trucks. The “investment” item is comparatively small and there 
is no mention of the large amounts borrowed. Even though the hold- 
ing company may go through the form of “selling” the paper to its 
subsidiary “without recourse” the holding company in fact is respon- 
sible for liabilities which do not appear on its balance-sheet. 

Wherein is there any difference between this and the case of notes 
receivable discounted, all good, which accounting practice requires to 
be listed as contingent liabilities ? 


Do HOLDINGS OF MINORITY STOCKHOLDERS CONSTITUTE LIABILI- 
TIES OR PART OF NET WorRTH?—Many consolidated balance-sheets 
show the interests of minority stockholders as part of the capital or 
consolidated net worth, though segregated from the parent company’s 
capital stock and surplus. This plan may not bring out the facts. 
When part or all of the preferred stock of a subsidiary is owned by 
the public and the common stock is owned in part or wholly by the 
holding company, the equity of the common stock of the subsidiary 
is subject to the preference of the preferred stock, which has thus 
the effect of a liability. As it is a deferred liability it can be set 
up separately, preferably between the liabilities and capital stock. 
But it should not be grouped with capital stock and surplus of the 
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parent company, as the preferred stock of the subsidiary must be 
liquidated from the assets of the subsidiary (which are distributed 
among the current and fixed assets in the consolidated balance-sheet ) 
before any portion of such assets can come to the parent company 
through its ownership of the subsidiary’s common stock. The ques- 
tion arises as to whether the holding company should include all of 
the current assets of the wholly controlled subsidiary as available to 
the creditors of the holding company. Creditors could not obtain 
possession of all the subsidiary’s assets through the liquidation of 
the common stock but only that portion which would remain after 
paying off the preferred stock. In most balance-sheets the question 
is academic. 


WHEN MINORITY HOLDINGS ARE NEGLIGIBLE.—When a negligible 
amount of stock is owned by minority stockholders, some auditors 
prefer to append a note to the balance-sheet showing the amount 
rather than to divide the surplus into two items; but when the por- 
tion of surplus applicable to minority holdings is shown as a separate 
item, they add to the minority interest the proper proportion of 
surplus and the total carried out represents the total minority equity. 

This equity is sometimes shown in one figure, but that method 
is open to objection because it obscures the total amount of outstand- 
ing stock of the combined undertaking in the hands of the public. 
Sometimes the wholly erroneous method of merging the total minor- 
ity equity with the consolidated surplus is adopted. 

The minority stock is sometimes merged with the outstanding 
stock of the holding company, and in that event the consolidated 
surplus is usually shown in one amount, but this method also obscures 
the facts. 


SHOULD ALL ITEMS OF ASSETS AND LIABILITIES BE SEGREGATED TO 
SHOW THE MINORITY INTERESTS IN THEM ?—Under good accounting 
practice the segregation of surplus into portions which inure to the 
holding company and to minority stockholders respectively is 
sufficient recognition of the minority interest. 

Some corporations have apportioned to minority interests their 
respective shares in each item of asset and liability but the practice 
is rare and has little to commend it. 

Agreements and deeds of trust under which corporations borrow 
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money sometimes contain provisions which require the segregation 
of assets in the ratio that the majority bears to the minority interest. 
These agreements are made with the specific purpose of conserving 
the net current assets of the borrowing company, and precautions 
are taken to avoid any shifting of assets or liabilities to the detri- 
ment of the lenders. It is, of course, necessary to comply with the 
terms of the agreements and prepare suitable balance-sheets. Here- 
tofore it has been assumed that such special balance-sheets are not 
of interest to anyone except the trustee named in the agreement, 
i.e., in ordinary circumstances the balance-sheets need not be sub- 
mitted to any one except those who are specifically entitled to them; 
but if the balance-sheets disclose violations of the agreements, 
penalty clauses operate and their enforcement may produce far- 
reaching results. It rests with the trustee named in the trust deed 
to proceed or not. This contingency indicates that creditors other 
than those who are parties to the agreement may be entitled to know 
that the other creditors have it within their power to demand imme- 
diate payment of long-term notes or to ask for a receivership or to 
take other action which might prejudice the equity of general credit- 
ors. Under the rule that all material facts regarding financial condi- 
tions must be disclosed on the face of a balance-sheet, the author 
is of the opinion that whenever agreements of the nature of those 
described are in existence, reference to the agreements should be 
noted on the face of the balance-sheet so that any creditor who 
desires full information may obtain a copy of the agreements and 
inform himself of the possible result of default. 


WHEN OWNERSHIP OF MINORITY INTEREST MAY BE INCLUDED 
AMONG CURRENT ASSETS OF HOLDING CoMPANY.—When a holding 
company purchases a minority interest in another corporation, the 
actual investment in the stock is the only item which appears in the 
books of the holding company and in its balance-sheet. In the latter 
the item appears among marketable investments or is stated sepa- 
rately, depending upon intention and availability. If there is a free 
market for the stock and the intention is to hold it for temporary 
investment, the item properly appears as a current asset. 


WHuUEN MINORITY HOLDINGS ARE NOT CURRENT ASSETS.—If there 
is a free market for the stock, but if at time of acquisition and 
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subsequently the intention is to hold it indefinitely because of busi- 
ness relations or for other reasons, it would not be proper to include 
the stock in the current assets. 


WHEN MAJORITY INTERESTS ARE ACQUIRED.—When one company 
acquires a majority interest in the stock of another corporation, 
good accdéunting practice requires a disclosure of details which are 
not requisite in the case of minority holdings. 

When a majority interest is acquired, the purchase price repre- 
sents the cost of investment as it does in the case of acquisition of a 
minority interest. The value may fluctuate subsequently; but it is 
not good accounting practice to reflect mere fluctuations. In the 
course of time, revaluations may be necessary in order to represent 
what are believed to be permanent changes in value. Some cor- 
porations do not change the book valuations of investments in the 
stocks of other corporations. On the whole the undoubted advan- 
tage of not marking up values to include appreciation or marking 
down values to represent depreciation is frequently offset by the 
disadvantage to stockholders, who are kept in ignorance of perma- 
nent favorable changes in assets. In more than one case minority 
stockholders have been deceived and have sold out in ignorance of 
the facts. In other cases old stockholders have sold out and new 
stockholders have bought in at greatly inflated prices because of 
unfounded rumors of values alleged to have been omitted from 
balance-sheets. It is a perplexing question. Conservative account- 
ing methods have saved thousands of concerns from failure. It is 
not wise to depart from conservative methods; but if such methods 
can be retained and more information can be furnished so that those 
entitled to the facts will not be deceived, a forward step in accounting 
methods will be taken. 


Cost is sole criterion until conditions change.—There has 
been much discussion of the possibility that property may have an 
actual value at the time of purchase in excess of its purchase price. 

From a common-sense point of view, property is worth what it 
costs, unless the usual elements of bargain and sale are absent. When 
there are willing buyers and willing sellers, cost and value at time 
of acquisition are synonymous. The buyer may claim to have 
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reaped the benefit of getting something which is worth more than it 
cost, but upon inquiry the seller may claim that he received full 
value. The only test is for the buyer to resell or to offer to resell at 
once. Unless this is done, the estimate of simultaneous appreciation 
is not supported by competent evidence. 

Auction sales furnish interesting comparisons. Land and per- 
sonal property are sold and resold soon thereafter, often at prices 
higher than cost. We do not hear of those who sell, or would like 
to sell, at less than cost a few minutes after their bids have been 
accepted. Asa rule, resales at large advances occur after it is known 
that the auction sale as a whole is a success. Buyers who wait and 
pay more than if they had participated in the original bidding are in 
effect buying in a different market ; they have waited and they ascer- 
tain (or think they ascertain) that conditions have improved. They 
hope to resell to someone else, who in turn thinks that another even 
more favorable change has occurred. This goes on for a long or 
short period, depending on the conditions and the degree of frenzy | 
which has been reached. 

Generally speaking, the feeling that property is worth more than 
it costs proceeds from an instinctive optimism following a purchase. 
No one cares to acknowledge a mistake before it is necessary. The 
feeling after a sale is just the opposite. The greatest “bear” is the 
sold out “bull.” No one cares to acknowledge that he sold too soon 
or for less than his property was worth. 

To repeat—when a willing buyer and a willing seller close a 
transaction, the former should not simultaneously claim and set up 
on his books a value in excess of cost and credit the excess to surplus. 


Procedure when cost of holdings in subsidiaries is more or 
less than the book value of the shares purchased.—The danger of 
immediate revaluation is particularly imminent in the purchase of a 
majority interest in the stock of a corporation. Let us assume the 
book value of assets to be $250,000, liabilities to be $50,000, capital 
stock $100,000 and surplus $100,000. A corporation purchases from 
the owners 8o per cent of the stock for $100,000. In the books of the 
holding company the stock should be carried at cost ($100,000), 
although 80 per cent of the net worth of the subsidiary is $160,000. 
Without independent evidence the book value of the net worth may 
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not appear to be overstated. But there is independent evidence—the 
owners who have full knowledge of all facts willingly sell for 
$100,000. Therefore, an immediate appraisal of more than $100,000 
ignores the opinion of one who got all he could for the stock. 

In this case a consolidated balance-sheet after eliminating inter- 
company items would show net tangible assets of $60,000 in excess 
of credits which must be offset. If there is a goodwill account it 
can be reduced by $60,000; if there is no goodwill account, the proper 
reflection of the actual purchase price would seem to be a propor- 
tionate reduction of the book value of the subsidiary company’s 
fixed assets. This is arbitrary and rests on the assumption that the 
current assets are properly valued and that fixed assets, not easily 
salable, were in fact sold at less than book value. 

It cannot be said, however, that good accounting practice demands 
that the book values of tangible property be written down when 
holding companies pay less than book value for shares purchased. 
It seems unnecessary to many accountants to reduce the book value 
of the subsidiary’s assets when there is no apparent overvaluation. 
There is ample authority for crediting capital surplus in the con- 
solidated balance-sheets with the excess of book value above cost, 
except when the goodwill is carried at an amount sufficient to absorb 
the excess. 

The payment of more than book value means that book values 
are understated and should .be adjusted, or, as is usually the case, 
there has been a payment for goodwill. In such cases the consoli- 
dated balance-sheet should show the facts. It is not proper nor 
necessary to deduct the excess from surplus. 

What has been said is not intended to prevent subsequent reflec- 
tion of appreciation which occurs after the date of the purchase and 
when permanent appreciation is obvious. The auditor may find 
it necessary to insist on a readjustment where a consolidated balance- 
sheet fails to reflect the reasonable value of assets owned by a sub- 
sidiary. It may be that a bargain purchase has been made and that 
neglect to adjust book values would offer opportunities for manipula- 
tion. Knowledge of valuable assets owned by subsidiaries has some- 
times been improperly withheld from minority stockholders. A 
memorandum on the balance-sheet may be better than a readjust- 
ment of the accounts. 
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Capital stock of subsidiary.—It is obvious that the capital 
‘stock (all or partly owned by the holding company) of a subsidiary 
which shows a deficit is of no value unless depreciation in the value 
of the assets is abnormal and unless there is a reasonable assurance 
that the deficit will be more than compensated out of future earnings. 


Surplus of subsidiaries——When a parent company acquires the 
stock of a subsidiary at a cost in excess of the capital stock and sur- 
plus as they appear on the subsidiary’s books, it is proper for the 
parent company to designate the excess as goodwill in a consolidated 
balance-sheet, provided that the assets of the subsidiary other than 
goodwill are correctly valued on the books of the subsidiary (for 
example, a mine might have appreciated greatly in value since its 
acquisition by the subsidiary; in that event its book value should be 
adjusted accordingly). 

The following illustrates the rule: 


SUBSIDIARY CoMPANY B 
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The parent company (A) purchases for $200 (in cash) the entire 
capital stock of the subsidiary (B). 


PARENT COMPANY—AFTER PURCHASE 


Tangible assets ($500 less $200 Capital stock 5. ase cetera see $400 
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CONSOLIDATED BALANCE-SHEET 
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If the surplus of A and B were combined, the surplus on the 
consolidated balance-sheet would be $275 instead of $200 and good- 
will would be $275 instead of $200. The correct amount of goodwill 
is $200 which is represented by $100 on the books of the parent com- 
pany before purchase of the subsidiary’s stock, plus $50 on the sub- 
sidiary’s books, plus $50 which is the difference between the purchase 
price, $200, and the capital and surplus of the subsidiary, $150. 

The principle underlying the determination of the consolidated 
goodwill is that there is no distinction between capital stock and 
surplus, when the subsidiary’s assets are purchased as an entity. The 
combined capital stock and surplus, deducted from the purchase price, 
measure the additional goodwill to be set up on the consolidated 
balance-sheet. 

When a parent company acquires the stock of a subsidiary at 
a cost less than the book value of capital stock and surplus, the 
difference should be credited to the goodwill account on the consoli- 
dated balance-sheet, if this amount is large enough to absorb it; 
otherwise it should ordinarily be credited to capital surplus, provided, 
of course, that the subsidiary’s book values are not in excess of the 
present value of its assets. Any excess of book value, of current or 
of fixed assets, should be written off against surplus of the subsidiary 
before making any credit to either goodwill or capital surplus in the 
consolidated balance-sheet. 

When the stock of the subsidiary is acquired at various times, 
the surplus of the subsidiary applicable to the stock owned by the 
holding company, which accrues after each acquisition, may be 
carried to the earned surplus of the holding company. 


ADJUSTMENT OF SURPLUS OF HOLDING COMPANY WHEN SUB- 
SIDIARY OWNS A SUBSIDIARY.—Company A purchases the controlling 
interest in Company B, and the cost of acquisition is in excess of the 
book value of B’s capital stock. In this case A is purchasing good- 
will. When Company B owns the controlling interest in Company C 
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and the combined book value of B and C is in excess of the price 
paid for the capital stock of Company B, it is not necessary to make 
the same adjustments for tangibles as for intangibles. Therefore 
in consolidating A, B and C the capital surplus may be credited with 
the difference between the price paid by A and the higher consoli- 
dated book value of B and C, after eliminating goodwill, unless the 
price paid by A for B is large enough to wipe out capital surplus 
and leave a balance in goodwill. 


Guarantees of subsidiaries’ obligations.—It has been pointed 
out elsewhere that good accounting practice now requires full dis- 
closure of indorsements, guarantees and substantial commitments run- 
ning beyond the date of the balance-sheet. In some cases holding 
companies guarantee the payment of contracts made by subsidiaries, 
such as those for merchandise to be delivered at future dates. The 
important point is full disclosure of material facts. It makes little 
difference how the contingent liability is shown so long as it appears. 
Usually a statement or footnote on the consolidated balance-sheet 
giving the relevant facts is sufficient notice to all who may be in- 
terested. 


When holding companies guarantee dividends on stock or 
interest on bonds of subsidiaries——Holding companies sometimes 
guarantee specified dividends or interest on the securities of sub- 
sidiaries in the hands of the public. When the earnings of sub- 
sidiaries are sufficient to cover the requirements, no problem arises. 
When the earnings are insufficient, it may be argued that the pay- 
ments are capital charges necessarily incurred in raising capital. 
Undoubtedly the payments increase the cost of the holding company’s 
investment, but if the value of the investment has not increased cor- 
respondingly, the amounts paid under the guarantees become 
expenses of the holding company. 


Income Account 


A consolidated income account should supplement the consoli- 
dated balance-sheet. Care should be taken to see that classification 
of operating accounts is uniform, especially in preparing a consoli- 
dated statement of earnings for constituent companies in proposed 
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mergers. If classifications differ, the consolidated statement should 
be in condensed form. 


Accounts of whole group must be stated for same period.— 
Wherever a holding company owns and controls one or more sub- 
sidiaries, the profits or losses of the subsidiaries should be stated for 
the same fiscal period as that of the holding company and should be 
consolidated. Any other method may lead to gross abuse. 

If, however, for some good reason, the fiscal periods of the sub- 
sidiaries cannot be made uniform, the auditor may accept the un- 
avoidable and use his discretion in making adjustments and 
reservations. 


Gross income.—Certain holding companies show as gross earn- 
ings only the dividends which have been received during the period 
from the subsidiary companies. This practice merits the strongest 
censure, unless the published statements of the holding companies 
also show the earnings of the subsidiaries. The author has heard it 
contended that, inasmuch as the only legal method which a corpora- 
tion has of distributing profits is in dividends, it is improper for a 
holding company to take credit for part or all of the earnings of a 
subsidiary company which had not been so distributed. This sounds 
well in theory, but actually it has been the argument of these who 
wished to conceal deficits. Almost invariably the sole reason for 
taking advantage of this technicality is that one or more of the sub- 
sidiaries have incurred net loss in excess of the aggregate profits of 
all of the companies, and the management of the holding company 
wishes to conceal the loss, and seeks by subterfuge to justify the 
deception. An auditor cannot be too positive in insistence that gross 


income shall represent the total earnings and losses of all the 
companies. 


Dividends by holding companies when earnings from sub- 
sidiaries are not available—The net income of holding companies 
properly includes the earnings of subsidiaries, but sometimes the 
earnings of the subsidiaries may not be available for dividends. The 
auditor cannot very well attack the propriety of dividend payments 
when the earned surplus of the holding company is sufficient. 
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Dividends paid by subsidiaries to holding company.—Hold- 
ing companies frequently purchase the stocks of subsidiaries and 
pay considerable premiums for them. In nearly all such cases the 
subsidiaries have large surplus accounts. The payment of dividends 
out of such surplus is not income to the holding company, because 
the dividends merely offset in part or wholly the premiums paid 
for the stock. For this reason, if for no other, surplus at date of 
acquisition and subsequently earned surplus should be segregated. 
All dividends out of “prior” surplus when received should be credited 
to the holding company’s investment account. 


Earnings of foreign subsidiaries may be subject to taxes.— 
When the earnings of foreign subsidiaries are combined with other 
earnings it must be assumed that the earnings will be available for 
distribution, but it should be remembered that the foreign earnings 
will be subject to United States income taxes before they can be 
available for the purposes of the holding company. 

These questions arise: 

1. Should one deduct from the consolidated earnings the amount 
of tax which would be paid for the year in which the earnings were 
made, as if they had all been earned in the United States, setting 
up on the consolidated balance-sheet an accrual for the entire amount 
of taxes which would be due under such conditions? 

2. Should one set up only the actual liability which will be paid 
according to the tax return to be filed by the holding company (which 
return will, of course, not include the earnings of foreign subsidiaries 
not yet received in the United States) and deduct such taxes from 
the consolidated income? 

3. Is it sufficient to append a note to the balance-sheet to the effect 
that the statement does not include a provision for United States fed- 
eral income taxes on the earnings of foreign subsidiaries not yet 
received in this country? 

In view of the uncertainties involved, the author believes that 
the third question should be answered in the affirmative, unless the 
auditor is on notice that the taxes may have to be paid within, say, 
one year. 


Consolidated income account when foreign currencies are 
involved.—In the preparation of a consolidated income account in- 
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volving foreign subsidiaries, an average rate for converting nominal 
accounts is ordinarily suggested ; but in many cases it is not sufficient. 
Wide fluctuations, during a year, in exchange rates, accompanied 
by differing monthly volumes of sales, purchases and expense, will 
result in divergent profit percentages in American currency as a- 
gainst the foreign currency. Manifestly one of them at least must 
be wrong. If most of the items originate in the foreign currency, 
the American equivalents will be improperly stated. If the business 
of the subsidiary is comparatively large, the consolidated statement 
may be far from correct. In computing an average rate, beginning 
and ending inventories must be considered, as they must agree with 
the beginning and ending balance-sheets. The average rate is not 
readily adaptable to depreciation allowances. 

It may be necessary to avoid any attempt at a complete consolida- 
tion, merely bringing in the net income of the subsidiary after the 
domestic net income is stated. 

There may be cases in which, because the published statements 
contain supplemental data concerning the undistributed profits of 
subsidiaries, etc., the auditor may feel warranted in certifying an 
income account of the holding company alone. In such a case the 
auditor must see that the dividends received from the subsidiaries 
are not in excess of the net income of the subsidiaries, after deducting 
losses sustained by any of them, for the same period. If the divi- 
dends exceeded the net income, the fact must be clearly disclosed on 
the income account or the auditor must qualify his certificate accord- 
ingly. The qualification should not only mention the fact that the 
dividends exceeded the net income but also should state the amount 
of the excess. 


Should entire losses of subsidiaries be absorbed by holding 
company ?—If net income is shown by the subsidiary, the amount 
to be included as the share of the holding company is the proportion 
which the stock owned by the holding company bears to the total 
capital stock of the subsidiary outstanding. It must be assumed that 
the minority stockholders will eventually receive through dividends 
their share of the net income. 

If a deficit is shown, and if losses characterize the chronic con- 
dition of the subsidiary, it may as well be recognized that the holding 
company must assume all of them. This, of course, applies only to 
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those cases in which a subsidiary company is so largely owned by 
the holding company that the minority interest cannot be expected to 
advance its share of the funds necessary to take care of the deficits. 

The holding company may carry as assets, advances which are 
made to absorb the deficits of subsidiaries, but the auditor should 
place such a value upon these items as the facts warrant. It is 
reasonably certain that the final result will be to include all of the loss 
in the consolidated income account, although something less than 
100 per cent of the stock of the subsidiary may be owned. 


Comparative statements.—When the accounts of several sub- 
sidiaries, operating in substantially the same way, are examined, it 
is important to endeavor so to state the accounts that the results will 
be reduced to a common denominator. Many adjustments may be 
necessary to take care of local conditions, etc., but no other form of 
presentation is clearer or more valuable. 

When comparative costs can be ascertained, it is important to find 
the amount of the plant investment, as it may be that the costs 
reported do not include depreciation or interest. Interest is usually 
omitted from costs on the ground that it is a profit on capital employed 
and therefore cannot be an element of cost. Admitting this, without 
prejudice, it may,also be admitted that disregard of interest charges 
may nevertheless serve to conceal lack of ability on the part of the 
manager of one factory as compared with that of another. One may 
keep twice as much capital tied up in raw materials and goods in proc- 
ess as the other, and, even if units of costs are stated in fractions 
of a cent, the interest on the excessive capital employed may be 
sufficient to prove the superiority of one manager over another. 

In the preparation of comparative earnings and expenses arbitrary 
allocations of interest on investment and similar elements lie within 
the discretion of the management, but in the published statements 
they should be eliminated. 
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What shall it benefit an auditor if he perform the highest grade 
of professional work and be unable to present his results in a form 
acceptable and comprehensible to his client? Yet this happens every 
day, chiefly because some auditors apparently prepare reports for 
themselves rather than for those whom they are supposed to enlighten. 
An engineer builds a bridge for others to use. It is useless unless 
it is safe and convenient. The man who rides across it does not care 
how many difficult probiems were encountered in building it, nor how 
they were solved; he is content to judge the engineer by results. 
So with a banker or a business man. He employs an auditor because 
he wants results, and he wants results which he can use without 
having to follow in the auditor’s footsteps and traverse the same 
jungles of figures and grapple with the same problems through which 
the results were accomplished. 

So far as possible, the auditor should imagine himself in his 
client’s position and consider what he would want if the other man 
were doing the work. The examination may be started under most 
favorable auspices, and it may be executed in an unexcelled manner; 
but if it is not reported properly, the first two factors will go for 
naught. 
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Promptness essential.—The auditor should endeavor to com- 
plete his examination and present his report within the shortest pos- 
sible time after the client’s accounts have been closed, in order that 
his report may be a current event, and therefore of immediate and 
vital interest rather than 2 matter of history too ancient to be of any 
practical use. If the delay is due to the auditor’s neglect or inex- 
perience, obviously he is not to be excused. 

Even a well-written and interesting report loses its effectiveness 
as time goes on, while the usual stereotyped comments on the assets 
and liabilities as they appeared at the date of the examination mean 
nothing several months later. 

In any event, we must realize that the principal purpose of finan- 
cial statements is to portray the condition of the enterprise and 
' to indicate policies to maintain or increase the profits. If the reports 
are completed a long time say, two or three months, after the close 
of the period, it is quite possible that some expenses or losses may 
have been incurred which could have been prevented. It is common 
knowledge that some large enterprises have so arranged their work 
that the results are known within a few days after the close of the 
fiscal period. There is no reason why many other concerns cannot 
do likewise. In such cases the auditor can complete his work in time 
to be of real value. 


Where should the report be written?—The pleasantest and 
most ineffective place in which to write a report is the auditor’s own 
office. This conclusion comes from the author’s personal experience 
and that of the majority of practitioners. There are those who dis- 
agree and contend that a better report can be written at the account- 
ant’s office, provided the balance-sheet method of audit is followed; 
that if tentative financial statements are made at the commencement 
of the work and the audit follows the prearranged program, the re- 
port can best be written at the accountant’s office where it is quiet 
and work is not at all interrupted by the client or his staff. One 
can then review the statements and make a report that is interesting 
to the client and free from unimportant details. In many cases, by 
the time an audit is completed, except for the writing of the report, 
the client is pretty well tired of having the auditors around and does 
not like to have thein stay there while they are writing the report; 
although, if a client is watching the number of hours or days con- 
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sumed he may be better satisfied to have the work done at his 
office. At least it avoids inclusion in the bill of time about which the 
client may not know. This objection does not apply to really worth- 
while audits or to a report which is satisfactory. On the whole, 
most clients judge by the results. Ifthe report is a good one, there 
is less question about the bill than there is if there is a poor report, 
regardless of whether the client knows or does not know how much 
time has been spent upon it. 

Notwithstanding all these arguments, the author believes that at 
least the major part of the report should be written in the client’s 
office. This permits the auditor to take up with the client or his 
representatives questions which may not have been settled. The 
auditor should criticize freely when he is sure of his ground, but 
eternal vigilance is necessary if one is to be even reasonably sure of 
one’s ground. It is not unusual to find that the client knows more 
than the auditor about certain matters! , 


Something more than figures is wanted in a report.—A promi- 
nent banker once said to the author that most of the reports sub- 
mitted to him lacked information which the auditor was peculiarly able 
to furnish. He said that auditors who are retained to investigate 
earnings, expenses, assets and liabilities, frequently going back over 
a long series of years, have an unusually good opportunity, for in- 
stance, to form an opinion of the personnel of an organization, par- 
ticularly the office staff, and also to a certain extent in the other 
departments. 

A banker is obliged to vouch for an enterprise as a whole when 
he offers its securities to his customers. He wants the assets and 
liabilities and net income stated in form suitable for publication, 
and requires that a certificate be attached which reads well; but he 
also wants a supplemental report for his own use, expressing opin- 
ions on just as many points as the auditor can discuss intelligently. 
He does not want trial balances and lists of debtors and creditors 
and memoranda of errors in postings and similar bookkeeping data. 
He reads only what is of interest to him—and these things are not. 

The same principle applies to the client upon whose own accounts 
the auditor reports. The auditor gains access to records which the 
ordinary executive does not see and has a chance to observe the staff 
under conditions which do not exist when the boss is around. This 
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does not imply that the auditor shall report trivial matters which will 
make the staff hostile without being of any real benefit to the client. 

Elsewhere in this book it has been pointed out that the success- 
ful auditor must secure the hearty co-operation of the office staff. 
This axiom is reiterated as a reminder that a report should be a 
constructive document, helpful to the client’s staff as well as to the 
client. Occasions may arise when the auditor cannot prevent his 
report from arousing the hostility of the staff. If this must be, it 
should be because vital defects are criticized, not trivial ones. 

Figures in themselves are of no value, but, correctly arranged 
and properly interpreted, the accounts furnish a basis for knowledge 
which is indispensable in the successful conduct of any enterprise. 

It is most important that an auditor express his findings and 
opinions in good, simple English. His aim must be to write so 
clearly that his report cannot possibly be misunderstood. It has 
been said that accounts are the language in which business transac- 
tions are written. It is incumbent on the auditor to exemplify the 
fact that this language is simple and readily understood. The truth 
may be in a report poorly written, but if it is not evident to every 
interested person, the language has been ill chosen. 


Scope of report.1—Certificates and reports, if true, must be 
founded on the work which has been done. A report should be a 
narrative of facts. It may include a short history of the enterprise 
under audit, particularly when it is intended for the perusal of those 
whose information on this point is limited. 

A report is for the edification of others, and therefore it is the 
duty of the auditor to make it interesting. The most successful 
auditors pay much attention to this aspect of their work and, con- 
sequently, clients are glad to get their reports and to read them.” 

After the interest of the client is aroused, the next point is to 
say something which the client will wish to remember. It should 
be possible to make at least one constructive suggestion in every 
report. If the report made to a client is interesting and instructive, 
the impression created probably will be permanent. 

1For detailed suggestions regarding the best practice of arranging and 
wording the report see “Audit Certificates and Reports” by Prof. J. Hugh 
Jackson, The Accounting Review, Sept. 1926, pages 50-61. 


* Suggestions on “How to Write a Report” will be found in an article 
with that title by Walter A. Staub, C.P.A., in 30 Journal of Accountancy 169. 
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How much space should be given to the detailed work done by 
the auditor? The average client does not care how the auditor attains 
his results—all he wants is information. He asks: “Are the accounts 
correct, or, if not correct, wherein are they inaccurate, and how shall 
they be improved ?” 

Some auditors who have not verified every item on the books 
think that they escape responsibility by detailing all the ground 
covered. If work is omitted which should have been performed, 
a carefully worded report which points out what work was done can- 
not be used by the auditor to escape liability for omissions. 

Reports must be founded on facts discovered, verified or com- 
piled by the auditor, but it is neither desirable nor necessary to com- 
ment on immaterial matters or to furnish superfluous schedules. 

The purpose for which the report is to be used must in every 
case be carefully considered before it is written. For instance, a 
prospective borrower does not want an auditor to submit a balance- 
sheet which is accompanied by comments on the system of accounts 
nor does he want long schedules of clerical errors. On the other 
hand, it is quite in order to.submit a balance-sheet accompanied by 
qualifying comments, provided the changes which the auditor thinks 
should be made in the balance-sheet figures are not made in the books 
or provided the balance-sheet items are not sufficiently self-explana- 
tory. It is convenient to comment on balance-sheet items in the 
order in which they appear on the balance-sheet. 


REQUIREMENTS OUTLINED.—Where balance-sheets are not de- 
signed for publication, the most satisfactory report consists of the 
following : 


Comments on the audit and on the balance-sheet. 

The balance-sheet, supported by detailed schedules wherever 
they are necessary or thought to be of practical use. 

The income statement, divided into sections or groups and 
supported by schedules if required. 

Special schedules. 


When a report contains numerous comments it is not necessary to 
insert a formal audit certificate in the text. It is, however, a matter 
of taste. Some auditors begin their reports with formal certificates, 
but in most cases these statements look out of place. 
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COMMENTS IN REPORT ON VARIATION IN NET PROFIT.— 
Typical Income Account——A comparative income account for the 
periods involved:is used as a starting point. It may take the follow- 
ing form: 
Tue X. Y. Z. MANUFACTURING CoMPANY 
COMPARATIVE STATEMENT OF ProriT AND Loss 


For the calendar years 1927 and 1926 


Calendar Calendar In- De- 

yearl927 yearig26 crease crease 
INCiGales tiene ker coe rcee cee amie se, $230,000 $200,000 $30,000 $ 
Costiotcoodsisold seein ear tn: 184,000 152,000 32,000 

20% 24% 

Gross prolitonucales smerny en cere 46,000 48 ,000 2,000 
De IN SHER MEI SCS wee tala ners ciicts 14,000 II ,000 3,000 
Netiprolizonisaless-: Ae eee ett oe aoe 32,000 37,000 5,000 
General and administrative expenses... 14,000 10,000 4,000 
INet prolton operahions.n..icce aces: $ 18,000 $ 27,000 $9 ,000 


Although the sales for 1927 have increased $30,000, the gross 
profit for that year has decreased $2,000. Assuming that the same 
rate of gross profit for the year 1926, i.e., 24 per cent, had con- 
tinued for 1927, the gross profit for the latter year would have 
been $230,000 24 per cent, or $55,200, instead of the actual gross 
profit of $46,000, a difference of $9,200, which is due to the de- 
creased rate of gross profit on 1927 sales. This difference, when 
reduced by the additional gross profit due to increased sales, Le., 
$30,000 X 24 per cent, or $7,200, accounts for the decrease in gross 
profit of $2,000 shown in the comparative statement. In other 
words, we determine first the decrease in gross profit due to reduc- 
tion in rate of profit based on the entire volume of sales, and then 
this decrease is adjusted by the increase in profits due to the added 
volume of sales, as shown in the statement on page 412. 


COMMENTS IN REPORT ON APPLICATION OF FUNDS.—Although a 
comparative balance-sheet indicates the increases and decreases in 
assets, liabilities and net worth during a given period, it does not show 
how the additional funds were received and used during that time. 

With the aid of a comparative balance-sheet and certain addi- 
tional information, a statement of application of funds, when prop- 
erly prepared, will show the changes in financial condition, the sources 
of additional funds, and how these funds were used. 
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Tue X. Y. Z. MANUFACTURING COMPANY 
STATEMENT ACCOUNTING FOR VARIATION IN NET PROFIT 
For the calendar years 1927 and 1926 


Decrease in gross profit: 


® Due to reduction in rate of gross profit: 
IRENE) Chi ROSEN eOlNIE HIOMia « ooo conbaaddnt bacco esunoule 20% 
Do Do MOVa magne ko oOGONU Ds Cones ODO SIant 24% 


IDYSesroKoe Se EMME, ees hy ee Cae Gents Serene oo oto 4% 
MIEN MCP LGC EM PLYOMOOG ho SoooccnuspoesoeohoccosooucoRGS $9 , 200 


Less, additional profits due to increased sales: 


Sales! 102 7p prance ater k ute nee ieacher Mer tort $230,000 
TOR TOZGe cians cess says cuties igs sie see ae aise hens ei 200 ,000 


Additional profits from increased sales, assuming that the rate 
Oinnrontnadiremaimedetnchany CO ier ta eae icntaincns 7,200 


Decrease in nebuprolitwan ates vert aoc tsetse inerhereret $2,000 


Decrease due to increases in expenses: 
Selling expenses: 


ViGAi 1027p hh font. Wert ee ce ooh $14,000 
WD OMTO2O cae rage eres cee hage rete II ,000 
IN Crea Sener cr perc cement errr ar eieeaits cesar $3,000 


General and administrative expenses: 


NV CArslO2 7 Mae ae ts eo Pere a eat hee $14,000 

ID Icy HOPG geen Co cate a Gor a ares 10,000 
Jbaferwertclemyy Mo oes Seis Gee eS ond Sets 4,000 7,000 
Motalidecreasevin net protitaee erm eerie eae $9 ,000 


Funds are commonly provided by profits during the period, the 
sale of fixed assets, the sale of bonds and the sale of additional 
capital stock, and are most often used for the increase of working 
capital, purchase of additional fixed assets, payment of dividends 
and the retirement of bonds and preferred stock. 

Before proceeding with the statement of application of funds, 
proper adjustments should be made of any increases or decreases, due 
to book entries which do not affect the funds provided or applied, 
e.g., writing up. the value of land, goodwill, etc. Other adjust- 
ments, e.g., provision for depreciation, stock and bond discount 
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written off, etc., although they affect profits, must be added back 
in order to determine the funds provided by profits. 

In the following illustration of an application-of-funds  state- 
ment, which is not intended to be all inclusive, the comparative 


balance-sheet is first shown. 


following: 


Adjustments are required for the 


Land had been written up on the books by $10,000 during the 


period. 


The net income for the year according to the books was 


$58,000. 


A cash dividend of $30,000 was paid during the year. 


Depreciation for the year amounted to $7,000 and was added 
to the depreciation allowance account. 


Tue United PropuctTIoN CoMPANY 


COMPARATIVE BALANCE-SHEETS AS AT DECEMBER 31, 1926 AND 1925, 


ASSETS 
(CAS Gy, cho Aika ABR S ENT AIA tenes 
Accounts receivable.......... 
Inventories.......: sth ge Fo 
I EREMAVGL.S soe hee ae ee) oe Oe 
Buildings. sr acatsee a te te 


Machinery and equipment.... 
Allowance for depreciation.... 
Wetemed charges... es. cue 2 


LIABILITIES 


Accounts'payable..........-. 
INCCEUCG. LAXCG ry tins Giniuskaieval< = 
INCRE PEN AS Oke Senne emocs or 


Mapoica Gl O Gan false sheupecucne suey 
UG OULS Aol ming 4o45 2 ghaien~ oho: 


* Decrease. 
+ Deducted. 


RESPECTIVELY 
Increases 
Decws ns WDeons i. and 

1926 1925 Decreases 

ee ete kok ¢ 69,000 $30,000 $ 39,000 
Aik seat is aa 160 ,000 169 ,000 g ,000* 
Fede. nd Nate 220,000 180,000 40 ,O0O 
rea dpicucteee eee 40,000 30,000 10,000 
JER BEIe .. 68 , 000 65 ,000 3,000 
Pee See 124,000 97,000 27,000 
Miter te haters 53,000 46, o0of 7,000f 
oF, Seco a 8,000 4,000 4,000 
$636,000 $529,000 $107,000 

Re A Pr ones ¢ 18,000 $ 3,000 $ 15,000 
dette ats asie ls 16,000 4,000 12,000 
Ae oR ERTS 30,000 18,000 __ 12,000 
¢ 64,000 $25,000 $ 39,000 

A Neo ee $530,000 $500,000 $ 30,000 
be RMN eaters 42,000 4,000 38,000 
$572,000 $504,000 $ 68,000 

$636,000 $529,000 $107,000 


414 AUDITING—THEORY AND PRACTICE 


Tue Unitep PropucTion COMPANY 


[Ch. 20 


STATEMENT OF APPLICATION OF FUNDS FOR YEAR ENDED 


DECEMBER 31, 1926 


FuNDs PROVIDED: 
By net profits: 


INe cuncome per OOOKSe eMart tection tiene tent $58,000 
NERC CGmbwGh.onoee oocoGpudnoonodobobcence 10,000 
68 , 000 


Add back depreciation which was a charge against 
profit not requiring expenditure of funds......... 7,000 


Bypissueior adcditionalreapitalastoclaan icin taterace tar isnrcnr tran 
Rotalttunds cova ede wey teen damier. Sits aterm rene eto 


Funps APPLIED: 
To increase in fixed assets: 


ID a Ta be Caen Ss hha. ec Daina ceca erate Cuca nce $10,000 
BS ial hit See cregacchsck cree oh Wey ener wed sisemt one sud oie sph aE 3,000 
IMA Chine ys sewers scien eira ers oi cuits ce ae mevncmices tans 27 ,000 


sRorpavyimentor dividend sas cmos. ociuseocsieot are ee cere 
To increase of working capital and deferred charges, per schedule 
Delow x cmyctemters.cs.as Mcrat tometer igye e siel » eis els adelonal che Silo ouotehonovalta ister 


$ 75,000 
30,000 
$105,000 


40 ,000 
30 ,000 


35,000 
$105,000 


SCHEDULE OF WORKING CAPITAL AND DEFERRED CHARGES 


CHANGES IN WorRKING CAPITAL 


Increases 
IDCEsai, IDs Bi and 
1926 1925 Decreases 
CURRENT ASSETS: 
(CARs 5s Betis ae eiore oes ok as ong bo cine aieto on tid $ 69,000 $ 30,000 $ 39,000 
INCCOUMMESIPECCLVADICta eee ieeieoe seein 160,000 169,000 9 ,000* 
eT LOLLeS tear ee ater ice tet es aoa Sie eee 220,000 180,000 40 ,000 
WMeterred chargesaus ssi c es ore eet ae 8,000 4,000 4,000 
Total current assets and deferred charges..... $457,000 $383,000 $ 74,000 
CURRENT LIABILITIES: 
ENGCOUMES: DAV Able. meaning war te racine) iy ietet: $18,000 $ 3,000 $ 15,000 
INCOMIGG CAKES «Me rea ken ee eae 16,000 4,000 12,000 
INotesspaviables stewed seca ere eiet Ee 30,000 18,000 I2,000 
slocalectrrent:lrabilities nese taser ae eae $ 64,000 $ 25,000 $ 39,000 
Working capital and deferred charges........ $393,000 $358,000 $ 35,000 


* Decrease. 
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By reference to the foregoing statement it will be seen that the 
statement of application of funds provides information on the im- 
provement of the financial condition of the business, the source from 
which additional funds have been obtained, and the disposition of 
profits and other funds during the period. The comparative balance- 
sheet, although serving its purpose, falls short of furnishing this 
important information. 


COMMENTS AND SUGGESTIONS AS TO SYSTEM AND METHODS.— 
Even when the primary purpose of the audit is to reveal the financial 
condition of the company whose accounts are under review, there is a 
growing tendency among business men and manufacturers to expect 
from the auditor more than the mere assurance that every dollar 
received or spent has been properly recorded. The auditor should, 
therefore, be prepared to report to his client whether or not he is 
receiving adequate value in return for moneys expended, and when- 
ever possible to suggest methods which will enable the client to know, 
more or less as a matter of routine, when he is not receiving full 
value in the material or the services purchased. This presupposes a 
thorough knowledge of cost accounting methods applicable to differ- 
ent types of plants, and particularly a knowledge of methods for 
overhead distribution and of their usefulness under divers condi- 
tions. Some knowledge of modern production technique is also 
advantageous. 

Most important of all, those comments or suggestions, other than 
those which directly affect the balance-sheet or income account, should 
be separately rendered. Even though there is reason to believe 
that there is no objection to an inclusive report, separate reports 
should be made because it is impossible to foresee the uses to which 
audit reports may be put. Even when the auditor has received a 
specific request for comments and criticisms, he should state in 
writing that, in view of his obvious unfamiliarity with every phase 
of the business, the suggestions may not be in order but that they 
are submitted for what they are worth. In taking this position 
the auditor has everything to gain and nothing to lose. If the sug- 
gestions are not valuable, he will receive credit for modesty and a 
desire to be helpful. If the suggestions are valuable, even though 
their merit is not recognized at the time, the credit will be con- 


siderable. 
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RECONCILIATION OF FIGURES IN THE AUDIT REPORT WITH THOSE 
IN THE BOOKS.—Unless the auditor knows that all changes which 
affect surplus have been or will be taken up on the books, he should 
furnish the client adjusting journal entries or reconciliation of sur- 
plus, preferably as a supplement to the audit report, in order that 
the explanation of differences will be a matter of record. 


WHat NOT To REPORT.—As already stated, it is not wise to report 
unimportant errors, etc., chiefly because it accomplishes no useful 
purpose, even if the allegations are true. In any event criticisms of 
this nature should never be made without confirmation from the 
office staff, because the staff may be able to reply with proof that 
the errors or omissions are apparent only. 

Likewise, long schedules of trade debtors and creditors are super- 
fluous. For some years public accountants made it a rule to furnish 
their clients with detailed schedules of accounts receivable and pay- 
able, believing that such information was desired by them and would 
be of value. They found, however, that in nine cases out of ten 
these schedules were not read, and that in the one case remaining 
the schedules desired were the Jatest ones rather than those sub- 
mitted by the auditors, which were usually one or two months old. 
The practice was therefore quite generally abandoned, and such 
schedules are now furnished only on request. 

In reports in which special circumstances govern, such as changes 
in partnership, it may be necessary to submit detailed schedules. 
The preceding remarks refer only to the ordinary periodical audit 
and to balance-sheet audits. 

A schedule of vouchers and paid checks not submitted for audit 
is sometimes of importance; but, as a rule, it is preferable to prepare 
such a list before completing the audit and to hand a duplicate to 
the bookkeeper, so that the missing vouchers may be supplied. After 
as many as possible are found, the corrected list should be handed 
to the proprietor with a request that he examine it. If further 
inquiry or search is requested, it should be made before the audit is 
completed. If no further attention is required, the schedule is not 
important enough to be put in a report. 

The auditor should scan the list of outstanding unpaid bank 
checks. A check is sometimes issued to close a disputed account, etc. 
This fact renders it desirable, from both the client’s and the auditor’s 
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point of view, that it be used. The inspection should apply only to 
those outstanding an unreasonable length of time. If any doubt 
arises the matter should have attention at once, but no mention of it 
need be made in the report unless some irregularity is discovered. 


Restriction on use.—After a report leaves the auditor’s hands 
he cannot control its use or misuse. He may attempt to do so by 
restrictive notices but the dishonest client will not be deterred from 
misusing reports if he can do so. The only remedy is to know 
and trust one’s clients. 

The following warning is printed on the report blanks of some 
auditors: 


The publication of any condensation or modification of statements 
herein contained, or the use of our certificate detached from its context, 
or the use of our name in connection with the sale of securities or other 
publicity, will not be sanctioned unless first submitted for our approval. 


The author does not think that any such admonition is wise, be- 
cause any restriction which is ineffective is a mistake. Besides it 
might lead the honest users of reports to suspect that the auditor’s 
other clients are not trustworthy! 

Perhaps a client who has paid for a report will feel at liberty 
to use part of the contents without disclosing the context. Antici- 
pating this possibility, experienced auditors bind and fasten their 
reports securely together, and page them in such a way that a part 
cannot be used without revealing the fact that it is not complete. 

It does not seem feasible to suggest any plan whereby clients 
or others can be prevented from quoting from a report. So long as 
the statement is not made that the quotation represents conclusions 
of fact to which an auditor has certified, it may not be objectionable ; 
but it is noteworthy how critical business men are about the associa- 
tion, real or alleged, of a professional auditor with men or enter- 
prises of doubtful character. 

In one case a well-known firm of auditors had for many years 
audited and certified the accounts of a small but prosperous corpora- 
tion. A large concern bought the small company and consolidated 
it with a number of others. The bankers who marketed the stock 
stated in their circulars that the accounts of the small company had 
been audited by the well-known firm, whereas the accounts of all the 
others, and of the holding company, had been audited by a so-called 
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audit company whose chief business was the sale of stationery. The 
latter continued the audit until the holding company went into hope- 
less bankruptcy. The well-known firm was not associated with the 
enterprise after its clients sold out, but, after the bankruptcy occurred, 
a large banking house intimated that the mention of the firm’s name 
in a circular relative to a company with such an objectionable history 
seriously affected their own sentiments toward engaging the firm. 
This is an extreme case, but it illustrates the great importance 
to an auditor of restricting the use of his name to professional work 
which is creditable to him in every way, and of making engage- 
ments only with clients or promoters who are beyond suspicion. 


Misleading advertisements.—Auditors are sometimes requested 
to compile data or statistics or to prepare calculations for use in 
new enterprises. Great care must be taken to restrict the use of the 
reports to the purposes for which they are submitted. 

Recently an issue of preferred stock was advertised and a large 
bonus of common stock was offered as an inducement to purchase. 
The following statement was made inter alia: 


Based on reports of A & B, certified public accountants, on manufac- 
turing costs and selling prices from six months’ operation at part capacity 
of plant at Blank City, EARNINGS AT FULL CAPACITY ARE ESTIMATED AT 
OVER 35 PER CENT ON THE COMMON STOCK AFTER PAYMENT OF 7 PER CENT 
DIVIDENDS ON PREFERRED STOCK. 


Clearly, the purpose was to deceive. It was so printed that everyone 
gathered the impression that the auditors had made a report to the 


effect that earnings equal to 35 per cent on the common stock might 
be expected. 


Compulsory reports.—Compared with our lack of legal re- 
quirements, it is of interest to note what reports must be prepared 
in England and Canada. 


The following is an extract from Table A of the English Com- 
panies Act of 1908, as amended to 1927: 


Section 106. Once at least in every year the directors shall lay be- 
fore the company in general meeting a profit and loss account for the 
period since the preceding account or (in the case of the first account ) 


since the incorporation of the company, made uP to a date not more than 
six months before such meeting. 
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Section 107. A balance-sheet shall be made out in every year and 
laid before the company in general meeting made up to a date not more 
than six months before such meeting. The balance-sheet shall be accom- 
panied by a report of the directors as to the state of the company’s affairs, 
and the amount which they recommend to be paid by way of dividend, 
and the amount, if any, which they propose to carry to a reserve fund. 

Section 108. A copy of the balance-sheet and report shall, seven days 
previously to the meeting, be sent to the persons entitled to receive notices 
of general meetings in the manner in which notices are to be given . 
hereunder. 

Audit: Section 109. Auditors shall be appointed and their duties 
regulated in accordance with sections 112 and 113 of the Companies 
(Consolidation) Act, 1908, or any statutory modifications thereof for the 
time being in force. 


The following is an extract from the Dominion Companies Act, 
R. S. C., Cap. 79 (1908 as amended to 1927) : 


Section 94a. (1) Every company shall at each annual general meet- 
ing appoint an auditor or auditors to hold office until the next annual 
general meeting. 

(2) If an appointment of auditors is not made at an annual general 
meeting, the Secretary of State of Canada may, on the application of any 
shareholder of the company, appoint an auditor of the company for the 
current year, and fix the remuneration to be paid to him by the company 
for his services. 

(3) A director or officer of the company shall not be capable of being 
appointed auditor of the company. 

(4) A person, other than a retiring auditor, shall not be capable of 
being appointed auditor at an annual general meeting unless notice of an 
intention to nominate that person to the office of auditor has been given 
by a shareholder to the company not less than fourteen days before the 
annual general meeting; and the company shall send a copy of any such 
notice to the retiring auditor, and shall give notice thereof to the share- 
holders, either by advertisement or in any other mode provided by the 
by-laws of the company not less than seven days before the annual gen- 
eral meeting: 

Provided that if, after notice of the intention to nominate an auditor 
has been so given, an annual general meeting is called for a date fourteen 
days or less after the notice has been given, the notice, though not given 
within the time required by this provision, shall be deemed to have been 
properly given for the purposes thereof, and the notice to be sent or given 
by the company may, instead of being sent or given within the time re- 
quired by this provision, be sent or given at the same time as the notice 
of the annual general meeting: Provided, however, that a person other 
than a retiring auditor may be appointed auditor of the company at an 
annual general meeting as hereinbefore provided, upon a resolution passed 
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by the votes of shareholders present in person or by proxy and holding at 
least two-thirds of the subscribed stock represented at the meeting. 

(5) The first auditors of the company may be appointed by the direc- 
tors before the first annual general meeting, and if so appointed shall hold 
office until the first annual general meeting, unless previously removed by 
a resolution of the company in general meeting, in which case the com- 
pany at that meeting may appoint auditors. 

(6) The directors may fill any casual vacancy in the office of audi- 
tors, but while any such vacancy continues the surviving or continuing 
auditor or auditors, if any, may act. 

(7) The remuneration of the auditors of a company shall be fixed by 
the company in general meeting, except that the remuneration of any 
auditors appointed before the first annual general meeting, or to fill any 
casual vacancy, may be fixed by the directors.* 


LimitaTions.—One of the chief functions of the auditor is to 
criticize, whether the scope of his employment will permit him to 
present the results of his investigations or not. The client at the 
outset may fix the object of an audit but the independent auditor 
must not permit interference with the extent of any of his work 
which involves the giving of a certificate. If the object does not 
coincide with his idea of professional work, he should not undertake 
the audit at all; if hampered in its extent, he should retire. 

It is natural that considerations of management or policy enter 
into most engagements and the auditor may be limited by forces 
beyond his control. The limitations which are inherent are those 
which affect the publication of his findings and the physical impos- 
sibility of auditing all the details of a large business. The limitations 
which must not be permitted are the misuse or partial use of the 
auditor’s findings, dictation regarding the treatment of matters which 
the auditor’s qualifications peculiarly fit him to decide, and inter- 
ference which would conflict with his opinion or judgment. The 
auditor must be alert to receive suggestions and must have an open 
mind on debatable problems but when his decision is made, he 
must have the courage of his convictions and resist improper limita- 
tions upon his actions. 

No matter how wise and qualified auditors may be, how much 
special knowledge they may have about the present and future 
conditions in an industry as a whole, their confidential relations to 
their clients, which outweigh their responsibilities to the public, 
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inhibit them from publicly translating their opinions into expres- 
sions which concern individual, private enterprises. No matter how 
skilful they may be as navigators, they must not rock the boat. A 
different attitude can be assumed in the case of investigations where 
there is no obligation to observe secrecy. 


Graphic Charts 


Use of charts and graphs.—The use of charts by engineers 
probably dates back to the early days of that profession. The use 
of charts by accountants is of more recent date. It is not as common 
as it should be. This fact is attributable to the general attitude of 
the client or business man who is unfamiliar with the value of such 
means of presenting data. The auditor is at fault if he does not 
ascertain whether the client is interested in charts or not and follow 
this inquiry by sufficient explanation so that when a chart forms a 
part of a report its value will be appreciated. 


Essentials of a good chart.—Charts must be simply and neatly 
drawn. A chart elaborately lettered but inaccurately drawn loses its 
value, although such charts are common. A title which is concise 
and self-explanatory is an indispensable part of a chart. People 
who consult charts should obtain at a glance the information which 
the chart purports to convey. The auditor must remember that the 
value of the chart is lessened by introducing too much extraneous 
material. 

It is easy to exaggerate the facts illustrated by altering the scale 
to which the chart is plotted. Care and skill in the preparation of 
charts are essential; but a little practice should enable the auditor to 
present statistics in graphic form. Where necessary, a scale should 
be given to assist in interpreting the chart. 


Types of charts.—There are three principal types of charts or 
graphs with which the auditor should be familiar. These are gen- 
erally referred to as the circle type, the bar or column type, and 
the curve or broken line type. As a rule, only one of these types of 
graphs can be used to illustrate clearly certain facts or data. It is 
necessary that the auditor should know which type of chart to use 
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in each case, but with experience in the preparation of charts he 
should have no difficulty in making a decision. 

For presenting graphs recording trends over successive periods, 
ratio or logarithmic charts are desirable. In ratio charts the slope 
of the curve indicates proportionate rather than absolute change. 
The charts are plotted with the horizontal lines spaced on a logarith- 
mic scale and the distance of each horizontal line represents an equal 
ratio of increase rather than an equal amount of increase. 

The charts shown on the succeeding pages are illustrative of the 
principles underlying a good chart, without attempting to illustrate 
the variety of information which can be displayed and the numerous 
instances in which charts can be advantageously used. 


CIRCLE TYPE.—Two circles are shown below. The area of one 
represents the total selling expenses (100 per cent). The expenses 
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that make up the total are shown in the sectors of the circle. This 
is a form that is popular with some business men although it pos- 
sesses few advantages and is not readily adaptable to extensive 
development. This can best be seen by examining the other circle. 
This area represents the analysis of the revenue from sales. It 
will be noticed that the gain is shown as a sector of the circle, but if 
it is necessary to indicate a loss, it cannot be clearly illustrated with 
a circle type chart and it is evident that some other form must be 
substituted. 
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Bar TypE.—The bar type chart on page 424 illustrates the analy- 
sis of the revenue from sales over a period of four years by means 
of proportionate length columns. This chart brings out not only the 
relations which the costs and expenses bear to each other in a given 
year, but the relation between similar costs or expenses in the differ- 
ent years. The loss is easily indicated by a negative position placed 
below the base line. 

The client is interested to learn the cause of the losses in the 
years 1924, 1925, and 1926. It is quite evident that the operating 
expenses and rent have remained nearly constant during the four 
years, yet the results change from a profit in 1923 to a loss in the 
other years. The cause for this decided drop lies in fluctuation in the 
cost of merchandise sold. The greater the cost, the greater the loss, 
as is evident in 1925 when the cost of merchandise sold amounted 
to 74 per cent of the total sales revenue and the loss was Io per cent, 
whereas in 1923 the cost of merchandise sold was 55 per cent. 

A glance at the chart suffices to explain the reason for this 
unfavorable result. 

A legend giving the meaning of the symbols used in marking the 
columns also increases the value for ready reference. The gain or 
loss might be shown in red, the rent in blue, the operating expenses 
in black, and the cost of merchandise sold in green. 


BROKEN LINE OR CURVE TYPE.—The third type of graph, illus- 
trated on pages 425 and 426, is the broken line or curve type. 
This kind of chart does not possess all the advantages of the bar 
type and lacks its flexibility, but it is popular with some business 
men. An effective example of this type is in two parts; one shows 
the sales by months for two years and the other accumulated monthly 
sales for the same periods. This is a good type to use where com- 
parisons are of great importance. The charts can be prepared at the 
beginning of a fiscal year, showing comparative sales by months and 
the accumulated totals for the preceding year. In an examination 
of the upper chart it will be noted that during 1925 the monthly 
sales in January were $14,000, going up to $18,000 in May, down to 
$16,000 in August, up to $19,000 in November, and down to $17,000 
in December. These figures are shown by the dotted line. The year 
1926 (solid line) commences with $16,000, a gain over the previous 


A24 AUDITING—THEORY AND PRACTICE [Ch. 20 


CHART SHOWING REVENUE FROM SALES 
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year, as clearly shown by the chart. In May the increase is not only 
maintained, but the rate of gain is increased. 


Monthly Sales 
for 
1925 and 1926 iN 


aalege 
aaa 
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Thousands of Dollars 


2 
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In other words, a chart will show a trend which columns of 
figures fail to emphasize. The best place for a chart of this kind is 
on the wall of an office or on a map holder. It may be kept private 
by placing a cover over it or it may be rolled up. The auditor may 
submit a sample chart, based on past experience, which will indicate 
the possibilities of the plan. 

For a more thorough discussion of the principles and for a wider 
range of illustrations, the reader is referred to “How to Make and 
Use Graphic Charts,’ by Allan C. Haskell, and “Graphic Methods 
for Presenting Facts,” by Willard Cope Brinton. The following quo- 
tation is taken from the latter book: 


Though accurate data and real facts are valuable, when it comes to 
getting results, the manner of presentation is ordinarily more important 
than the facts themselves. . . . Unless the facts are presented in a clear 
and interesting manner, they are about as effective as a phonograph 
record with the phonograph missing. 

If it were more generally realized how much depends upon the 
method of presenting facts, as compared with the facts themselves, 
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there would be a great increase in the use of graphic methods of 
presentation. 

If the facts were put in graphic form, not only would there be a 
great saving in the time of the readers, but there would be a gain to 
society, because more facts could be absorbed and with less danger of 
misinterpretation. 
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Value of comparative statistics.—The head of the fidelity de- 
partment of a large surety company states that a great many irregu- 
Jarities and defalcations, especially the padding of pay-rolls, would 
be uncovered in their infancy if the managements of factories and 
commercial houses would pay more attention to their accounts, have 
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their accounting departments compile comparative statistics of their 
businesses—and then study them. He cites the case of a cashier who 
had been padding the pay-roll for years. It was the practice of this 
manufacturing concern to have the pay-roll approved by the fore- 
man, the superintendent and the general manager. It was sent to the 
cashier, who made alterations in the total figures, drew a check for 
the raised amount, cashed it and paid off the men. The pay-roll did 
not leave the cashier after it was given to him with instructions to 
draw the check, and he made the distribution for posting. This 
went on for years, the cashier each week pocketing from $200 to 
$900. At last a change of executives brought in a manager who had 
been accustomed to make his accounts show in statistical form the 
economic condition of his business. He had been employed in the 
same industry before and he knew that the price of raw material, the 
rates for wages and various expenses were about the same as in his 
former place; but the income account showed a much smaller net 
income. It was soon found that this was due to the high charge for 
labor. Upon analysis of this charge the thefts were discovered. 
They would have been prevented by proper internal check. The re- 
quisitioning of funds should be entirely divorced from the physical 
operation of paying the men. 

This is merely one instance, yet it is easy to see that by showing 
the results of a business in graphic form so that the relation of the 
various elements one to another is evident, abnormal conditions will 
be at once detected. Some people may say that these things are in- 
teresting and all very well if one had the time and money to have 
them prepared. They do not apprehend the cost of not having them. 


Statistical records.—In industries in which there is only a single 
unit of production—such as tons, pounds, barrels or gallons—at least 
the sales accounts should be kept not only in values but also in 
quantities. Under such conditions it is occasionally possible to lay 
out the accounts on the general books to show the average manu- 
facturing cost per unit of production. Keeping cumulative records 
of quantities with the values, not only of sales, but also of materials 
purchased and used, will enable the auditor to make a comparison 
of the quantity of materials used with the resultant quantity of 
finished product, and to ascertain whether or not the ratio of one to 
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the other is within a reasonable range of the average applicable to 
the industry as a whole. 

Frequently the auditor can render his client a distinct service, 
which may be specified as part of his engagement, by suggesting, as 
he sees opportunity, various reports and summaries for the use of 
the executives of the business. So many factors enter into the wise 
selection of such reports that a universally applicable recommenda- 
tion cannot be made. But, in general, executives. may be expected to 
be interested in production reports which show conditions that need 
attention—idle time, idle equipment, wasted power, spoiled work. 
As far as possible, the reports should indicate causes. 

The auditor is limited in the presentation he can make of the 
results of operations, but in all modern organizations the use of 
statistics has assumed more and more importance. For many years 
organizations consisting partly of engineers have had the benefit of 
graphic presentation of most of the details of the business. People 
who are not engineers have been slow to follow the example. Many 
concerns have statisticians on the staff and the practice is increasing. 
No one doubts the value of their work, but there is danger that it 
may overlap that of other departments and duplication may occur. 
In the course of his work the auditor should look into the statistical 
department and report on its efficiency. If useful statistics are not 
being compiled for the use of executives, the auditor may make 
suggestions. 

There is available a constantly increasing quantity of informative 
business statistics compiled by government bureaus, chambers of 
commerce, bureaus of research, financial institutions, trade associa- 
tions and manufacturing groups. The auditor should take advantage 
of the comparisons which these sources of information afford. The 
knowledge gained should be of great aid in reviewing the client’s 
operations. 


Mechanical Preparation of the Report 


It seems hardly necessary to state that reports should be type- 
written, and an office copy preserved, yet auditors are frequently 
induced to submit manuscripts of which no copy is retained. Em- 
barrassment has followed this unwise practice, through loss of the 
original report, unauthorized alterations, etc. It is better to keep a 
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client waiting than to run such a risk. Promises to return reports 
for rewriting may not be kept, and the auditor who relies on these 
and similar promises ignores a precaution which experience has 
demonstrated to be wise. 


Use of watermarked paper.—Clients do not always understand 
the position of an auditor with respect to the use of a balance-sheet. 
Experience shows that they frequently hope for a more favorable 
statement than they receive, and, as the audit may be for the purpose 
of securing credit, an unfavorable statement places a client in an 
embarrassing position. Auditors must always be on guard, there- 
fore, to see that balance-sheets made up and qualified by them are 
not submitted in a form which will permit them to be separated from 
the qualifying comments. 

Basing his opinion on long experience of his own and other 
firms, the author believes that the only safe method of reporting is 
to use paper bearing one’s own watermark. It is not very expensive 
when a considerable quantity is used. 

If an auditor is able to construct his own balance-sheet and can 
certify that it is correct, it does not make any difference whether it 
is separated from the comments or not. In fact, it is usually pref- 
erable to submit such a balance-sheet complete in itself. 


Characteristics of typical reports——A useful compilation has 
been made * with reference to: 


Binding the report, 
Size and quality of paper, 
Practice in showing auditors’ names and offices on binders and 
paper, 
Warnings against misuse. 
The review of the reports of the prominent auditors entailed 


much work and study and as the information has never appeared in 
any other place, the author quotes the following extracts: 


Two general methods of binding reports are in use, that of binding 
at the top (similar to the way in which legal documents are bound), and 


4“Audit Certificates and Reports” by Professor J. Hugh Jackson, The 
Accounting Review, Sept. 1926. 
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that of binding along the left-hand margin as the ordinary book is bound. 
A recent examination of more than 130 actual typewritten reports rep- 
resenting the work of thirty-eight different firms of public accountants in 
the United States, showed that only one firm makes a regular practice of 
binding both its certified statements and audit reports at the top. In this 
case the paper used is 8341334 inches and the report is backed up by a 
medium weight cover of blue. A second firm binds its certified accounts 
at the top, on paper of approximately the same size but in this case the 
audit reports are bound along the left-hand margin. 

In all cases a good grade of medium-weight paper should be used 
in order that four or five carbons may be made at one writing of the re- 
port. The size of the paper used in most reports is approximately 10X12 
inches; this varies from 8!14X12 to 10X12% inches. Covers of medium 
weight are used, being punched with three or four holes along the left- 
hand margin, stapled with eyelets, and usually tied with cord or ribbon. 
One prominent firm types its reports on 10X12!4-inch paper, whereas its 
certified statements are prepared on 10X13%4-inch paper (or on sheets 
approximately double this size). It is not to be expected that there will 
ever be absolute uniformity in this regard, but it is very interesting to 
observe how nearly the majority of firms approximate uniformity in the 
general method of preparing and binding their reports to clients. 

Only ten of the thirty-eight firms whose reports were examined pre- 
pared their typewritten statements on paper watermarked with the name 
of the firm; however, it is interesting to observe that of the seven firms 
which are generally considered to be the largest and best-known in the 
United States, five of them prepared their reports on their own water- 
marked paper. 

In each of the 130 reports examined the name of the accountant ap- 
peared on the outside front cover of the report, though there was con- 
siderable: variation regarding the other information appearing both on 
the cover and on the pages within it. Two of the largest and most 
prominent firms in the United States, for example, not only use no 
watermarked paper but nowhere within the report does the name of the 
firm appear, except at the top of the first page and at the conclusion of 
the report as a signature. On the outside cover appears the name of the 
firm; in one case there also appears the address of the office from which 
the report was issued, as “Chicago, Illinois,’ while in the other case 
appear only the words, “Members American Institute of Accountants.” 
These reports are dignified and very pleasing in appearance. 

Among other firms the reports vary considerably. Eight firms out 
of the thirty-eight whose reports were examined gave on the outside 
cover of the report the location of all offices; one quite prominent firm, 
for example, lists on the outside cover the twelve or fifteen cities in 
which its offices are located, while on every page appears, in a conspicu- 
ous way, the name of the firm. Another firm has typed in bright red on 
the back of each sheet the name of the firm, together with its address. 
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All told, fifteen out of the thirty-eight firms have the firm name appearing 
on each page of the report, and on each page of exhibits. That this is 
an additional safeguard it must be admitted, and when the name is in- 
conspicuous (as it is in most cases) it would appear not at all 
objectionable. 


CHAPTER 21 


BALANCE-SHEETS—CONTENT AND FORM 
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Professional independence of thought may militate against com- 
plete uniformity or standardization of balance-sheets, but it should 
not influence the auditor unduly in terminology. Words which are 
in common use should be used in their common meaning. Technical 
words and terms should follow the practice of a majority of practi- 
tioners. In this chapter we discuss the content and form of balance- 
sheets and the adjustments which must be made to reflect the opinions 
of the professional auditor. 


Can one type of balance-sheet be adapted to any and all 
purposes ?—Many writers and students advocate the preparation of 
different balance-sheets for different purposes, contending that the 
all-purpose balance-sheet loses its effectiveness in most instances. 
It is said that auditors place too much stress upon the possibility and 
probability that balance-sheets—no matter for what purpose they may 
be prepared—will be used as bases for obtaining credit in money or 
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goods, and that this influence is so strong that undue weight is given 
to the factors of current assets and current liabilities. There is 
much truth in the claim that more balance-sheets are prepared for 
the use and assistance of clients who are not interested primarily in 
seeking credit than are prepared for credit purposes, but as long as 
the auditor has no practicable method of restricting the ultimate use 
of the balance-sheets which he submits, he is forced to assume that in 
every case the balance-sheet may be submitted to credit grantors. 
This contingency requires attention at this point even though the 
purposes of audits have been discussed in Chapter 2, page 22 et seq. 


SUMMARY OF TYPES OF BALANCE-SHEETS.—Balance-sheets are re- 
quired for: 


1. The management of a business, the owners or its officers, direc- 
tors and stockholders when it is a close corporation—Where there is 
a personal and intimate relationship between the auditor and _ his 
clients there should be opportunity for personal and intimate com- 
ments and suggestions. The auditor restrained is not the auditor 
who can state what he thinks with all the vigor and candor of which 
he is capable. It is futile to say that the auditor always can make 
a supplemental report in which he can say what he likes. The theory 
is good but in practice the auditor who has exercised all his powers 
of restraint in the preparation of a lifeless, colorless, conservative 
balance-sheet is human enough and astute enough to refrain from 
putting himself in the position of submitting supplemental reports 
which may bear the appearance of inconsistency, even though they 
may be perfectly consistent. 

When there is an insufficient ratio of current assets to current 
liabilities even though business is good, or when the same condi- 
tions prevail when business is bad, the balance-sheet itself will not 
be as conservative as when a client tells an auditor to go as far as 
he likes in stating or restating asset values and contingent liabilities. 

An auditor is naturally conservative. It is not a difficult task 
to be so when stating the accounts of a prosperous concern. The 
irony of the situation is that when a business is in a less fortunate 
financial condition, the auditor in justice to his client, while observing 
strictly all the tenets of good accounting practice, must not decrease 
the assets nor add to the liabilities, actual and contingent, more than 
established principles require. 
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2. Investment bankers, and other promoters—The ordinary all- 
purpose balance-sheet does not disclose the information required by 
persons who have under consideration the financing of a business. 
Quite properly a potential purchaser wants to know the current 
values of whatever assets are to be acquired and is interested in what 
assets may have cost, principally to learn how they compare with 
the values. 


3. Credit grantors who extend loans or credit on short terms.— 
The all-purpose balance-sheet should give the short-term creditor 
most of the information he requires, but naturally he prefers his own 
form and this usually requires a rearrangement and amplification of 
the auditor’s form. If the auditor were permitted to devise a form 
for the exclusive use of short-term creditors, and to ignore the needs 
of others he would furnish the short-term grantor with more useful 
data than the all-purpose form contains. 


4. Long-term creditors and stockholders——Those whose chief in- 
terests are not centered in the liquidation of short-term loans need 
more information. The auditor who does his work thoroughly will 
have collected data enough to enable him to submit a longer and 
better balance-sheet than is now considered good practice. When 
the inevitable demand comes the auditor can supply it without addi- 
tional work or additional fee. 


5. Valuation balance-sheets—The balance-sheets prepared by 
auditors for rate making and many other statutory purposes fail to 
show on their face that the various asset and liability items may not 
agree with the same items in other balance-sheets. 

It must be admitted that the term balance-sheet is broad enough 
and is used to cover many types of statements of assets and liabil- 
ities. If it is not possible to restrict the term to statements which 
are used to obtain credit or to sell securities, it may be necessary 
for auditors to find some other term for some of the special balance- 
sheets which they must prepare. It may be feasible to use the terms 
“Balance-Sheet for Rate Making,’ “Balance-Sheet for Franchise 
Taxes,” “Balance-Sheet for Property Taxes,” ete. 


6. Pro-forma balance-sheets—lIt has been said that a pro-forma 
balance-sheet is one which contains supposititious headings, and some- 
times figures, used for illustrating a principle or for other purposes. 
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A well-known firm of lawyers insists that in the case of balance- 
sheets which reflect transactions not consummated at the date of the 
balance-sheet, or when a balance-sheet of a proposed corporation is 
prepared the caption must contain the words “pro forma.” One 
would think that the use of the words “after giving effect” or other 
equally clear reservations’ would convey sufficient information, but 
when demanded there is no objection to the use of the words “pro 
forma.” 


Is the all-purpose balance-sheet likely to be superseded ?— 
Much has been written about the advisability or necessity of sub- 
stituting special form balance-sheets for the present form of balance- 
sheet which is employed for all purposes. Throughout the other 
chapters of this book the author has based his comments and sug- 
gestions on the usual form in which assets and liabilities are now 
set forth for publication. The arguments for special forms have 
been collated from the writings of their proponents. The author is 
of the opinion that the case against the all-purpose balance-sheet is 
rather weak and that no matter how versatile, skilful and courageous 
the auditor may be, the present form is flexible enough to meet the 
reasonable needs of his clients. 


OBJECTIONS TO CONDENSED BALANCE-SHEETS.—The chief objec- 
tion to many published balance-sheets is that they lack details which 
would be of the greatest interest to credit grantors and stockholders. 
Auditors frequently are asked to submit balance-sheets in which most 
of the details are omitted. The usual reason given is that the bal- 
ance-sheets are for general circulation and that it is desirable to 
condense them as much as possible. Auditors consent to the prac- 
tice as a rule. On the other hand, bankers and creditors are insistent 
on securing as much information as they can get and in public 
addresses they condemn the presentation of condensed balance-sheets. 
Auditors should point out to their clients that too much condensa- 
tion may cause criticism. 


Form of Balance-Sheet 


Common sense requires a man to consider first what he has, then 
to deduct what he owes, and so to find out exactly what he is worth, 
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The American manner of preparing balance-sheets follows the same 
principle—on the left are the assets, on the right the liabilities 
and the difference is surplus. This permits an agreement between 
the totals of the two sides. Sometimes a deficit exists and the book- 
keeper’s passion for making things balance is so strong that the 
deficit is included among the assets. And strangely enough this 
departure from fact is not looked upon as a serious error. 

. The author’s conception of an ideal balance-sheet is one which 
sets forth: 


1. The assets, properly valued and grouped, and arranged in 
the order of their availability. 

2. The liabilities also properly grouped and arranged in the 
order in which they will, or should, be discharged. 

3. A statement showing to whom the excess belongs. That is, 
in a corporation, the statement should show the capital 
stock issued, with the addition of surplus, or the deduction 
if a deficiency. 


This form will be found in Appendix C, page 8o1. 


Balance-sheet captions.—The words “Liabilities” at the head 
of the liabilities and “Capital” at the head of the capital and surplus 
are more expressive and more accurate than other titles to indicate 
what is on the right-hand side of the balance-sheet. The heading 
“Liabilities, Reserves and Capital” is not good because the word 
“reserves” is synonymous to many financial writers with segregated 
surplus and care should be taken to restrict the use of the word. 

The New York Stock Exchange requires that the word “Liabil- 
ities” appear at the top of the right-hand page and does not allow 
the use of the heading “Liabilities and Capital.” When statements 
do not conform to the requirements they must be reprinted. Obviously 
when preparing statements for the Stock Exchange auditors cannot 
insist that the statements be clear if it interferes with the listing 
privileges ! 


Descriptive balance-sheets.—In some cases executives have 
broken away from the conventional, condensed form of balance- 
sheet and arrange the assets and liabilities in narrative form and fully 
describe each item which is not self-explanatory. A typical balance- 
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sheet of that kind is set forth below. This is not necessary for the 
sophisticated reader but it makes a good impression on those who 
do not understand balance-sheets. The ratio of the unsophisticated 
to the sophisticated is about 1,000 to I. 


April 1,.1927 


THE BANK owes To DeEposrtors $243,975,739.95 


A conservative banker always has this indebtedness in mind, and he 
arranges his assets so as to be able to meet any request for payment. 


For this purpose we have: 


CasH $37,530,802.71 


(Gold, Bank Notes and Specie) and with legal depositories, returnable 
on demand. 


CHECKS ON OTHER BANKS 26,782,615 66 
Payable in one day. 

U. S. GovERNMENT SECURITIES 43,494,672.32 

Loans To INDIVIDUALS AND CoRPORATIONS 32,281,064.48 


Payable when we ask for them, secured by collateral of greater value 
than the loans. 


Bonps 42,188,775.78 
Of railroads and other corporations, of first quality and easily salable. 

Loans 64,740,574.52 
Payable in less than three months on the average, largely secured by 
collateral. 

Bonps AND MortTGAGES 16,667,197.66 

BANKING Houses 7,668,820.47 
All located in New York City. 

ToraL To Meret INDEBTEDNESS $271,355,423.60 

Tuts Leaves A CAPITAL AND SURPLUS OF $27,379,683.65 


Which is a guarantee fund upon which we solicit new deposits and 
retain those which have been lodged with us for many years. 


Classification of Assets and Liabilities 


There is nothing sacred about any set form of balance-sheet. 
If a client asks that the assets be placed on the right-hand side or 
that the capital stock be placed first and the surplus last on the 
left-hand side, the auditor should not hesitate to meet the client’s 
wishes, provided he explains the disadvantages of the departure from 
conventional arrangement. The major duty imposed upon the auditor 
is clearly to classify and designate the component elements, and when 
he does that the general arrangement becomes a matter of prefer- 
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ence. In Appendix C will be found a typical form of balance-sheet, 
embodying the preponderance of good accounting practice, and also 
other forms of balance-sheets which differ materially in arrange- 
ment, but are sponsored by the following authorities of such im- 
portance that they must be recognized: 


Federal Reserve Board 

Federal Reserve Bank of New York 

American Bankers Association 

American Exchange Irving Trust Company, New York 
Chemical National Bank of New York 

American Petroleum Institute 

National Association of Credit Men 

The Bradstreet Company 

ReGe Dun. & Co: 


Asset side of balance-sheet.— 


ACCOUNTS AND NOTES RECEIVABLE.—When an auditor certifies 
that sufficient allowances have been made for bad and doubtful debts 
it is not necessary to classify the accounts on the face of the balance- 
sheet according to age nor to show the amount of the allowance, 
unless those who have a right to do so insist on such procedure. 
Ordinarily bankers and others are satisfied when this information 
with other details is submitted to them directly. Practice varies 
to such an extent that a mere statement of the amounts of allow- 
ances for bad debts might be misleading. 

The Federal Reserve form (page 802) calls for a segregation 
into due and past due, but this suggestion is not usually followed. 


SEGREGATION OF ACCOUNTS AND NOTES RECEIVABLE.— When state- 
ments are prepared for companies whose stock is listed on the New 
York Stock Exchange notes receivable and accounts receivable must 
be segregated. The auditor should see that his statement agrees with 
the requirements if the client intends to submit the balance-sheet 
to the Exchange. 


CURRENT PREPAID ITEMS.—The weight of authority supports the 
‘inclusion of prepaid items among the current assets when the items 
will be consumed or applied in operations in the regular course 
within one year. 
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The Federal Reserve Board form, page 802, does not recognize 
any distinction among deferred assets. Stripping costs in a mine and 
bond discounts under such a ruling would be included in the same 
group with prepaid items which would be used or applied ordinarily 
within a much shorter period. This seems illogical. 


SHOULD FIXED ASSETS APPEAR FIRST?—It is asserted that there 
is a demand for a form of balance-sheet the first items of which 
shall be fixed assets and capital liabilities so that one may see the 
relation of the fixed assets to the capital stock. But this informa- 
tion can be more readily obtained from the form in which the cur- 
rent assets and liabilities appear first, because where fixed items 
appear first it is usual to place the capital stock first among the 
liabilities and the surplus last. As the surplus may be as large as or 
larger than the capital stock, it is necessary to have these figures in 
juxtaposition, as provided in the form in which there is a logical 
grouping. 

It is, of course, impossible to mention by name the assets and 
liabilities which are found in different enterprises. In other chap- 
ters of this book the importance of the auditor’s placing himself as 
nearly as possible in the position of the one who is to use the ac- 
counts is pointed out. It is hoped that these suggestions will be more 
helpful in framing a balance-sheet than would a set form, which 
might apply in a few cases, but would be restrictive and therefore 
of little value in others. 

One general principle which should be observed in all balance- 
sheets is that the arrangement of the groups is not of so much im- 
portance as is the relation of one to another. That is, it does not 
greatly matter whether the fixed assets are placed first or last, but 
it is important that the balance-sheet shall indicate, if possible, the 
relation of the fixed assets to the other assets and to the liabilities. 

Perhaps the best solution of the problem is to take the weight 
of authority. The balance-sheet forms suggested by the Federal 
Reserve Board and Banks (pages 804-806), The American Bankers 
Association (pages 807-810), The National Association of Credit 
Men (pages 824-828), individual banks which are representative of 
the largest and best (pages 811-822) all require that current assets 
appear first and be stated in order of availability. The English Com- 
panies Act does not so prescribe. 
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GoopwiLt.—The Federal Reserve Board form (page 803) shows 
goodwill as deducted from capital. It is an ingenious idea, intended 
to show net worth exclusive of goodwill, but is not in accord with 
general practice. It is not necessary because intelligent readers of 
balance-sheets place their own value on goodwill. 


ASSETS SUBJECT TO LIEN.—Mortgages on real estate appear 
among the liabilities and should be identified when possible with the 
property subject to the mortgage. It is not customary, however, 
nor is it good accounting practice, to note against the assets that they 
are subject to mortgages nor to specify on the liability side what 
property has been mortgaged. The reason for this—and probably it 
is a sufficient one—is that the liens and hypothecations which trouble 
general creditors are those against personal property—usually cur- 
rent assets. General creditors do not expect to realize the equity 
in real property when real-estate mortgages are shown on the bal- 
ance-sheet. 

When debenture and other bonds purport to be a lien on cur- 
rent assets, the auditor should seek legal advice as to whether the 
fact should be set forth on the balance-sheet or not. 


Liability side of balance-sheet.— 


LIABILITIES NEED NOT BE FOOTED.—In the usual form of balance- 
sheet the total of the current liabilities is first shown, then the long- 
term and other liabilities, and finally the footing of the various groups 
is stated as “total liabilities.”” Some note-brokers prefer to show the 
footing of current liabilities and no other footing on the liability 
side, because they desire to direct the attention of buyers of com- 
mercial paper to the current liabilities and do not wish them inad- 
vertently to use the footing of “total liabilities” instead of the footing 
of the current liabilities. There is no objection to this practice as 
there is nothing misleading about the modified arrangement. 


CONTINGENT LIABILITIES—There are four different ways of 
showing contingent liabilities on the balance-sheet. Method one, 
which is the most radical, is to show the contingent liability as a 
contra item to the corresponding contingent asset. A second method 
is to show gross amounts of the notes receivable and deduct from 
them the amounts which have been discounted, showing the net 
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amount on the asset side of the balance-sheet. A third method is 
to omit mention of the notes receivable which have been discounted 
but to indicate the notes receivable discounted as a contingent lia- 
bility on the liability side, and to write the amount short to indicate 
that they have not been included in the total. A fourth method, 
probably the simplest and most useful of all, is to place an asterisk 
against the notes receivable and call attention in a footnote to the 
fact that a certain proportion of notes receivable (stating the exact 
amount) has been discounted. 


TREATMENT OF DEBTS SUBORDINATED.—When large stockholders 
or, in case of partnerships, when partners advance funds which are 
not intended to be capitalized, it is fairly common to subordinate 
such loans to those of all other creditors. When this is done there 
should be a distinct segregation in the balance-sheet in order that 
the concern may get the full benefit of its reduced liabilities as com- 
pared with other creditors. 


LIENS AND HYPOTHECATIONS—LIABILITY SIDE.—There have been 
certified balance-sheets in which accounts receivable and merchan- 
dise inventories have been shown among the assets without any 
qualification, when really they were pledged as security for loans, 
and thus were not assets in the sense which anyone using the balance- 
sheets was entitled to infer. 


The professional auditor must never certify a balance-sheet with- 
out fully considering the possibilities of liens upon the assets, and if 
any are discovered, such liens must be plainly indicated on the face of 
the balance-sheet or mentioned in the certificate ; otherwise he is guilty 
of suppressing material information. 


If there is any difficulty in obtaining information of this nature, 
the auditor may have to get a certificate from responsible executives 
that no liens exist. If he finds no trace of liens, and if the officers 
or partners state in writing that there is none, he cannot be held 
negligent. It is a mistake, however, to rely on not finding any 
evidence; there should be a positive statement that no liens exist. 


METHODS OF DISCLOSING LIENS.—When accounts receivable have 
been assigned the face value of the assigned accounts should be 
noted on the asset side next to the asset item. 


442 _ AUDITING—THEORY AND PRACTICE [Ghy2x 


This is most conveniently shown by segregating the total into: 


Accounts receivable unpledged 
Accounts receivable pledged 


On the liability side the items representing the loans or proceeds 
of sale should be marked “secured by assigned, or sold, accounts 
receivable.” The same procedure should be followed when machinery 
and other property are subject to liens. 

When accounts have been sold and full proceeds, less discounts, 
have been received it is good practice to state the facts as in the 
case of notes receivable discounted. See page 206. 

When trust certificates have been issued the goods should be segre- 
gated and shown to be the property of the creditor, and a correspond- 
ing note should be made against the accounts or notes payable. 


Modifications, Qualifications and Notations on the 
Balance-Sheet 


It is preferable that each item should speak for itself so that 
a balance-sheet will be free from qualifications and explanations, 
particularly long and involved ones. When it is impossible to present 
a “clean” balance-sheet, the auditor should not compromise with his 
dislike for qualifications. He should cover the entire face of the 
balance-sheet with explanations if there is no other way to present 
facts and reasons for the omission of what should be shown. 

The more important balance-sheet qualifications are considered 
in this chapter. The auditor should use his own discretion as to 
any special point not discussed here. 


Accumulated, unpaid preferred stock dividends.—As stated 
on page 341, common stockholders always, and creditors usually, 
have a deep interest in the unpaid dividends on preferred stock. In 
many cases the payments of accumulated dividends in cash have 
seriously depleted the cash resources of corporations when it would 
have appeared to be the part of wisdom to postpone at least part of 
the payments. It is good practice to state in a footnote, or preferably, 
as it is equally efficacious, to state on the line following the pre- 
ferred stock issue, the last date to which dividends were paid. 

The author was surprised to hear from a prominent auditor that 
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in the case of bond and note circulars his firm did not insist on 
mentioning preferred-stock dividend accumulations when the bankers 
asked that the fact be suppressed, on the ground that most bond and 
note issues now require the maintenance of certain ratios of current 
assets to current liabilities and if this ratio were maintained it could 
not matter to bond or note holders how much might be paid out in 
dividends. This is one of the cases where, in the author’s opinion, 
variation from usual practice is not good practice. 


Surplus from reappraisals, etc.—In other chapters it is stated 
that the word “surplus” when used alone carries with it the mean- 
ing “earned surplus.” Lawyers sometimes object to the word 
“earned” and perhaps they are right. But when auditors are not 
permitted to use the term there is no excuse for adopting terminology 
which deceives, and the auditors should eliminate everything from 
“surplus” which is not earned, within the meaning of the term in 
good accounting practice, and set up segregated items which carry 
their own meaning. Under this rule when the term “capital sur- 
plus” is not permitted, the auditor in describing the excess value 
arising from unrealized increment or appreciation should use such 
expressions as “Surplus arising from reappraisal,” or “Surplus from 
unrealized appreciation.” 

An auditor prepared a balance-sheet to be used with the sale 
of an issue of bonds. The client had an appraisal of fixed assets 
made by reputable appraisers. In the balance-sheet submitted the 
auditor showed on one side the assets as appraised and on the other 
side he segregated the surplus, showing the excess arising from 
reappraisal. 

The bankers, in their draft circular, which was submitted to the 
auditor, omitted any reference to the appraisal and omitted any 
segregation of surplus, merely designating it as “surplus.” 

The auditor declined to let the circular go out. He finally said 
that as the matter stood he would not recede, but that he did not 
claim to know more than anyone else and was willing to call in and 
abide by the decision of a prominent member of the American In- 
stitute. The auditor had had a talk with one of the partners of the 
member on the same subject shortly before and felt sure that he 
would be upheld. The arbitrator fully sustained the auditor’s con- 
tention that on the asset side it should be shown that the valuations 
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were based on an appraisal, giving the date. On the other side he 
said that the segregation of surplus was not important enough in a 
bond circular to bring out any details which might be misunderstood ; 
that as the balance-sheet fully revealed the fact that the assets were 
reappraised he thought it would be sufficient to put in a caption 
“Capital Stock and Surplus,” and then state the amount of preferred 
and common stock outstanding and wind up with the two words 
“Balance Surplus.” 

Having agreed to arbitration the auditor certified the balance- 
sheet, but he referred no further questions to arbitration and has 
never again permitted surplus arising from unrealized increment to 
appear as part of general surplus. 


Omission of auditor’s qualifications in printed balance- 
sheets.—Auditors should not deviate from the practice of requiring 
that printer’s proof be submitted before certified balance-sheets are 
published. Some corporate officers do not hesitate to omit notations 
inserted by auditors. When this occurs more than once the auditor 
must share the responsibility. When it happens once it may be inad- 
vertence; if it happens more than once it is intentional. 


Surplus 


Balance-sheets should contain an analysis of surplus and if feasible 
show on their face all important changes during the year. When 
the changes are too numerous to be clearly explained on the 
face of the balance-sheet the details should be appended to it in a 
supplement. 

It is no longer good practice to omit this analysis. 


Surplus—No-par-value stock.—The proper treatment of no- 
par-value stock is discussed elsewhere. Good practice requires that 
capital contributed by stockholders be segregated from any kind of 
surplus irrespective of the thousand and one differing views on the 
subject. When the capital contributed by stockholders is not called 
capital stock or stated capital or other properly descriptive caption, 
the excess of the contributions should be separated from earned sur- 
plus, surplus arising from unrealized increment, etc. Form should 
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be subordinated to substance when authorities differ. The auditor 
should state the facts in the most appropriate language he can devise. 

Usually state laws require that a minimum value be ascribed to 
no-par value shares, irrespective of the number issued. But this is 
a munimum value and there is nothing to prevent the paid-in capital’s 
being shown opposite “capital stock.” Bearing this in mind the 
arrangement of these items in the balance-sheet should be essentially 
as follows: 


Stock of no par value: 
as ee shares authorized at $.. stated value per share. 
SO rete shares issued. 

Capital surplus should represent the excess of assets over lia- 
bilities and the stated value of capital stock at the formation 
of the company, plus or minus capital gains or losses. Changes 
in capital surplus occurring after incorporation should be 
shown on the balance-sheet. 

Earned surplus should show the net result of operations after 
incorporation. 


Reserves should appear as a section of surplus.—Allowances 
and provisions for depreciation, bad debts, etc., and accrued liabil- 
ities should be deducted from assets or included among liabilities. 
Any other treatment is grossly misleading. In a form of balance- 
sheet published by the Cleveland Clearing House Association there 
are two groups of liabilities, viz.: (a) current, and (b) a general 
group which includes bonded debt and “‘any other liabilities.” Surely 
a reader of the balance-sheet would be justified in assuming that the 
deduction of “total liabilities” from total assets would produce net 
worth; but such is not the case. Further down in the balance-sheet 
after the caption “total liabilities” appears a caption “reserves.” The 
form is a very bad one as it improperly induces the concerns which 
employ it to overstate net worth. The seeker of credit using the 
official form mentioned can hardly be criticized if he takes advan- 
tage of the use of the word reserves, fails to make the proper deduc- 
tions from assets, and includes provisions for depreciation and bad 
debts among the reserves. This possibility would be obviated if the 
term “surplus reserves” were used. 
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There are two classes of adjustments which demand the atten- 
tion of the auditor: 


1. Adjustments of major differences disclosed during the audit. 
2. Adjustments of transactions occurring or assumed to occur 
after the date of the balance-sheets. 


Procedure in Adjusting Errors and Omissions in the Books 


Adjustments need not be made by the auditor if they are not 
important enough materially to affect the balance-sheet, but when in 
the auditor's opinion adjustments should be made, no consideration 
of expediency should induce him to certify the book figures. 


Adjusted balance-sheets (Transactions occurring before 
date of balance-sheet).—The question sometimes arises, how to 
submit a balance-sheet and report thereon when the audit is made 
so long after the balance-sheet that adjustments cannot be made as 
at that date, and when the auditor cannot certify that the balance- 
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sheet “agrees with the books and is correct.” The best way is to 
have the entries journalized before the report is written, and, no mat- 
ter how long after the date, the entries should read “as at” the date of 
the balance-sheet. When posted to the ledger the items should be 
connected with the closing date by means of a star or asterisk. Sub- 
sequent trial balances and any subsequent references will then find 
the accounts in order, and there can be no difficulty if it becomes 
necessary to reconcile them with the balance-sheet. 

Wherever the auditor’s recommendations as to adjustments of 
asset or liability items are not or cannot be adopted and recorded 
“as at’? the date of the balance-sheet, the most satisfactory form 
of report thereon is to submit the balance-sheet as shown by the 
books and precede this with comments which should be bound with, 
and permanently attached to, the balance-sheet, so that improper 
use cannot be made of the balance-sheet by removing the qualifying 
comments, 


Verification of Transactions Occurring After Date of 
Original Balance-Sheet 


All balance-sheets, income accounts and certificates which pur- 
port to give effect to transactions subsequent to the date of the 
balance-sheet are subject to the verification of: 


A. Actual transactions subsequent to the date of the balance- 
sheet and prior to the date of the certificate which: 
(a) Affect the assets or liabilities. 
(b) Affect the net income. 
B. Contracts with bankers and others which call for the pay- 
ment of new funds or property and the application of the 
proceeds. 


Should transactions occurring subsequently to the date of 
the balance-sheet be disclosed ?—The most difficult problems which 
the auditor may be called upon to solve may arise from transactions 
which take place after the date of a balance-sheet and before the 
auditor’s final report is rendered. These problems are discussed in 
detail in the preceding chapters, and need not be mentioned again 
except as a reminder that the auditor is supposed to be more than 
a bookkeeper. 
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A balance-sheet prepared from the books may or may not present 
a true picture. When transactions which occur soon after the date 
of the balance-sheet substantially affect asset or liability items, the 
duty may devolve upon the auditor to disclose such transactions 
whether he likes it or not, or whether the client desires it or not. 
After all, the most important items in the balance-sheet are estimates 
and it is a fair assumption that a concrete happening, say in Jan- 
uary, may have been in the making at December 31. Therefore the 
auditor’s first duty is to be sure that so-called subsequent events are 
not in fact mere consummations of prior events. 

Frequently subsequent happenings have both their inception and 
consummation after the date of the balance-sheet. It is with these 
that the auditor’s duty is not so clear. It would be well not to have 
any set rule regarding his duty when it is only possible to disclose 
part of a story, and that such disclosure might be misunderstood. 
In such cases the auditor is entitled to use his own discretion and is 
accountable only for due diligence. But he should not take any 
action, or refrain from acting, under pressure, legal or financial. 
He can always resign from the engagement but he cannot resign 
from his responsibility. . 


Balance-Sheets Which Give Effect to New Financing 


In the verification of contracts with bankers and others, the 
auditor must personally examine all contracts which relate to the pay- 
ing in or paying out of cash or property incident to the proposed 
financing. When not satisfied that the contracts are with respon- 
sible persons or when in doubt regarding any material point in the 
contracts, the auditor should refuse to certify or should qualify his 
certificate to meet the conditions. 

When satisfied that all adjustments embodied in the revised finan- 
cial statements have been adequately covered such a conclusion may 
be stated without further explanation. The extent of the verification 
is solely within the auditor’s discretion and the certificate loses part 
of its force if the auditor attempts to enumerate all that he has done. 
The headings of the balance-sheet should be descriptive of the char- 
acter of the transaction, including essential details, even though it 
requires a large number of words to make the meaning clear. 

The test lies in the possibility of misunderstanding by those who 
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read the statements. If anyone easily can be misled the auditor will 
have failed in some respect. But all statements giving effect to sub- 
sequent transactions are more or less complicated and for the in- 
formation of the sophisticated investor. The auditor cannot fairly 
be criticized when he discloses all material facts. 


Procedure incident to preparation of modified balance- 
sheet.—The auditor should prepare in advance a somewhat definite 
program of what he will require and what he may require. Most 
audits incident to security issues are made within restricted time 
limits. The auditor who defers the inspection of agreements and 
the securing of other essential information may find it impossible to 
issue a certificate as soon as it should be ready. 

The following are some of the matters which should be discussed 
as soon as the engagement is arranged: 1 


Amount and description of securities to be authorized and 
issued. 

Essential terms to be embodied in new bond indenture or 
capital stock provisions. 

Definitions of current assets. 

Amendments to be embodied in existing bond indenture or 
capital stock provisions. 

Properties to be mortgaged or released from prior mortgage 
or pledge. 

Voting trusts for control of stocks owned in subsidiary com- 
panies. 

Price to be paid by bankers to the corporation for the securities. 

Commission, if any, to be paid to the bankers for their services 
apart from the price to be paid for the securities. 

Liability for fees of appraisers, accountants and lawyers. 

Stock to be reserved for warrants. 

Options for later purchases of additional stock or bonds. 

Basis of immediate conversion or exchange of securities. 

Basis of future conversion privileges. 

Arrangement for distribution of stock dividends. 

1 Much of this material is from an article by Homer N. Sweet, of Lybrand, 


Ross Brothers & Montgomery, which appeared in the November, 1925, issue 
of the L. Rk. B. & M. Journal. 
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Arrangement for creation of surplus by reduction of capital 
stock. 

Arrangement for creation of special surplus by write-up in 
valuation of properties. 

Application of proceeds from sale of securities. 


AGREEMENTS BETWEEN BANKERS AND SELLERS OF SECURITIES.— 
Any of these may have a bearing on captions and amounts in the 
balance-sheet. Each provision in the agreement between the corpora- 
tion and the bankers must be carefully studied to ascertain whether 
it has any relation to the balance-sheet or not. Some of the less 
obvious applications may well be considered here. 

The contract may provide for the authorization of a larger amount 
of bonds than are to be presently issued and the interest rate on the 
future issues may be left open for determination at the time of issue. 
If the amount of authorized bonds is mentioned in the balance-sheet, 
the explanations must be so phrased that the interest rate on the 
current issue will not be made to apply to the entire amount 
authorized. 

If current assets are defined, the classification of current assets 
in the modified balance-sheet should correspond with that definition, 
provided it does not violate sound accounting principles. The amount 
of net current assets mentioned in the circular should not, without 
notice, be inconsistent with the definition of current assets which 
is to be written into the indenture. When there are subsidiary or 
affliated companies, careful consideration must be given to the 
question whether a consolidated balance-sheet or a partially con- 
solidated balance-sheet or a balance-sheet not consolidated is the 
best representation of financial condition, as far as current assets 
are concerned, for the purposes of a particular offering of securities. 
Determination of the proper form of the balance-sheet must be 
judged largely on the proposed terms of the indenture and the rep- 
resentations to be made in the circular. 

Amendments to be embodied in existing bond indentures or 
capital stock provisions may necessitate revision of the descriptions 
of those securities as they have appeared on previous balance-sheets 
of the company. 

Careful attention should be given to any provisions about mort- 
gaging of properties and release of properties from prior mortgage 
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or pledge. These provisions may affect notations of hypothecations 
on the face of the balance-sheet. The accountant should check his 
record of hypothecations against the list of properties to be brought 
under the mortgage. By this comparison he may detect inconsist- 
encies between his tentative balance-sheet and proposed statements in 
the draft of the circular. 

If the first mortgage covers only fixed assets of the parent com- 
pany and there are large holdings of real property by subsidiary or 
affiliated companies, a balance-sheet which consolidates the fixed assets 
of all the companies may be misleading to a purchaser of the bonds 
unless suitable explanation be made on the balance-sheet or in the 
circular. 

If stocks owned by a parent company in subsidiary companies 
are placed in a voting trust to insure control by a special committee 
in lieu of a direct lien on the stocks or assets of the subsidiaries, that 
fact should be noted on the balance-sheet. 

Proposed distribution of stock dividends should be given effect 
in the capital and surplus accounts. Any proposal to declare stock 
dividends out of unrealized surplus created by writing up asset 
accounts should receive thorough investigation on the part of the 
accountant. Unless he can determine for himself that integrity of 
enhanced value in the asset account is fully demonstrated he may 
be justified in withholding his certification of the balance-sheet. In 
any event, there should be a disclosure in the preamble of the balance- 
sheet of the source of any unrealized surplus purporting to be avail- 
able for distribution in stock dividends. 

The agreement may specify the terms of conversion or exchange 
of securities. Guided by those specifications, the accountant should 
make appropriate adjustments in the balance-sheet. 

If the balance-sheet is to be set up on the assumption of the 
exercise of an option which has not lapsed, that fact should be 
disclosed on the balance-sheet. 

If the company has any of its own shares or bonds in the treasury 
which by agreement are to be reserved for warrants or options, 
appropriate explanation thereof should be written against the item 
of “treasury securities.” Notice may properly be written on the 
balance-sheet of the fact that authorized shares unissued are, by 
agreement, to be reserved for warrants or options. 
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APPLICATION OF PROCEEDS.—The authority for application of 
part of the proceeds may be found in the contract with the bankers. 
The cost of acquisition of new properties to be defrayed out of 
proceeds of financing will be specified in a contract between the 
corporation and the seller. The cost of new construction should be 
supported by a contract or by estimates of reliable engineers. Re- 
duction of floating debt, often one object of new financing, is an 
example of application not ordinarily covered by contract: evidence 
of the company’s intention should be covered by a letter from a 
responsible officer of the corporation. The amount of cash to be 
added to working capital out of the proceeds of financing should be 
confirmed by a letter. from the company. 

When outstanding bonds or preferred stock are to be retired 
from the proceeds of new financing, the bond indentures or preferred 
stock provisions should be carefully read to ascertain the call price 
and the date of redemption. If the date of redemption of the old 
issues is subsequent to the date of sale of the new securities, then 
the corporation may be put to the expense of double interest; that 
is, it may pay interest for a time on both the old and the new secur- 
ities. This excess interest may be partially offset by interest to be 
earned on funds from the new securities while on deposit until with- 
drawn for redemption of the old securities. The net expense for 
double interest should be allowed for in the estimate of expenses of 
the new financing. 

Certain adjustments may be suggested which the auditor should 
not accept as legitimate modifications in a balance-sheet giving effect 
to financing. One is the application of proceeds to the reduction 
of current liabilities below a normal amount of payables. A cor- 
poration in active business must show at any date some indebted- 
ness for unpaid purchase invoices, experises and accrued items. To 
reduce current liabilities below a normal amount on a modified bal- 
ance-sheet would have the effect of representing a condition which 
could not exist. 

Another type of adjustment also to be avoided is the reduction 
of liabilities accomplished by an assumed liquidation of accounts 
receivable or other assets not the subject of a contract of sale. Ac- 
counts receivable of a business acquired may be disproportionately 
high, but in absence of enforcible guarantees the corporation which 
buys them has no rights, superior to those of any other concern, 
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by which it can lay claim for early collections. Even though the 
accounts receivable are good accounts judged by the usual tests, 
the corporation cannot fairly represent the asset on the balance- 
sheet except as accounts receivable. 


REVALUATION OF FIXED ASSETS.—Independent appraisals may be 
accepted by the auditor as the basis for revaluation of fixed assets, 
provided the corporation declares in writing its intention to adjust 
the book values of the fixed assets to accord with the appraisals. 
The auditor should examine the report of the appraisers carefully 
to determine the amount of the adjustment to be made in book 
values. The appraisal may not cover all classes of property which 
the corporation has carried on its books as fixed assets, or it may 
not cover fixed properties of all branches and outlying stations of 
the corporation. On the other hand, the appraisal may include 
non-durable tools which the corporation may be carrying as inventory. 

Conceivably the book value of fixed assets might be less than 
the appraised value because of excessive allowances on the books 
in prior years for depreciation. If that be so, the write-up in book 
value to accord with the appraisal may properly be carried to the 
credit of earned surplus. More often, however, the appraised value 
is higher than book value for two reasons: appreciation in prices 
and the fact that visible depreciation as observed by the appraisers 
is usually less than straight-line depreciation accumulated on the 
books. It is well settled practice, therefore, that a write-up in book 
value of fixed assets, which does not represent realized earnings, 
should be credited to a special surplus account entitled, for example, 
“Surplus arising from revaluation of fixed assets.” If the apprecia- 
tion were credited to the regular surplus account for undivided 
profits, the financial statement would to that extent be misleading. 

That is the practice to be observed if the same corporation is 
to continue the business with a written-up book value of plant. 
Should the plant assets, however, be purchased by a new corporation 
and securities issued on the basis of appraisal, then the question of the 
special surplus does not arise. 

It is not out of place to anticipate at this point what effect a 
revaluation of fixed assets may have on future net earnings as 
influenced by provisions for depreciation. Depreciation of property 
acquired by a new corporation should be reckoned on the cost of the 
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property. If that cost is higher than the former book value, depre- 
ciation expense will be larger for the new corporation than it was 
for the predecessor company. If the same corporation continues in 
business and new securities are not issued and sold on the basis of 
revalued plant assets, the depreciation expense chargeable against 
annual income may be on the old basis. Depreciation expense charge- 
able against annual income would then be on a basis comparable with 
past allowances. 

Surplus arising from revaluation must not be dissipated by charges 
that do not amortize the value added to plant account. If charges 
for losses or any extraordinary expenses were made to surplus aris- 
ing from revaluation, the balance in that account would be reduced 
to zero before all the amortization shall have been written off. The 
remaining balance of appreciation on the asset side could be later 
depreciated only out of income. 


LIABILITIES ASSUMED.—<cquisition of the net assets of a busi- 
ness usually involves the assumption of liabilities by the buyer. The 
purchaser, however, may not assume all the liabilities of the prede- 
cessor business. Mortgage liability and liability for federal taxes 
for certain periods are examples of obligations of the seller that may 
not be taken over by the buyer. The agreement of purchase will 
specify what liabilities the buyer undertakes to assume. 

The contract between the corporation and the bankers will dis- 
close which party is obligated for fees and other expenses incident 
to the flotation of securities. In addition to fees of appraisers, ac- 
countants and lawyers, financing entails expense for engraving of 
certificates, state taxes, transfer taxes and the like; also, possibly, 
double interest, which has already been discussed. A liability should 
be included in accounts payable on the modified balance-sheet for the 
estimated amount of these expenses. 

The expenses for a bond issue may be carried as a deferred 
debit, subject to amortization over the life of the bonds, or they 
may be charged immediately to surplus. 


DISPOSITION OF DISCOUNTS AND PREMIUMS.—When the pro- 
ceeds of new financing are to be applied in whole or in part to the 
retirement of a previous bond issue, the auditor has to pass upon the 
' disposition of premiums, if any, to be paid in retiring the old bonds, 
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the balance of unamortized discount on the old bonds and the dis- 
count on the new bonds. Premiums on the old bonds are an imme- 
diate charge to surplus in the modified balance-sheet: this accords 
with sound accounting practice and with the income tax regulations. 
The balance of unamortized discount on the old bonds should like- 
wise be considered as a charge to surplus for the modified balance- 
sheet. 

Discount on the new bonds may be carried as a deferred debit 
in the modified balance-sheet subject to amortization over the life 
of the bonds. It should be said that deferring and amortizing the 
new bond discount are obligatory, rather than permissive, if future 
income is to be charged with total actual interest which includes 
amortization of discount besides interest paid to the bondholders. 
The Interstate Commerce Commission, however, grants to companies 
under its jurisdiction the option of carrying bond discount as a 
deferred debit in the balance-sheet, subject to annual amortization, 
or charging off the discount forthwith to surplus. The objection 
that charging discount to surplus when bonds are issued overstates 
annual net income in subsequent years is not merely a theoretical one 
when the bond indenture provides that dividends shall not be paid 
on the common stock except out of earnings accruing subsequent to 
a specified date. Certainly annual earnings regulated by such pro- 
visions should, in’ justice to the bondholders, be charged with a 
pro rata share of the bond discount. 

To say that premiums and discounts on old bonds should be 
charged to surplus does not settle the problem in all its ramifications. 
A further question still remains to be answered, viz., to what surplus 
account should the charges be made: to earned surplus, or to capital 
surplus, or to surplus arising from revaluation of fixed assets? 

To charge premiums and discounts to surplus arising from re- 
valuation from fixed assets would reduce the balance of that account 
below the amount of appreciation in the fixed assets account. It 
has been pointed out already that exhaustion of the special surplus 
account before the write-up in value has been entirely extinguished 
would shunt the remainder appreciation eventually into the income 
account. In effect, the result would be equivalent to postponing the 
writing off of the premiums or discount for the time being and 
later charging them to income under the guise of amortization of 
fixed assets. Such a practice is unsound and deceptive. Premiums 
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and discounts should not be charged to surplus arising from revalua- 
tion. 

Whether premiums and discounts may properly be charged to 
capital surplus is a question that auditors decide in the negative, 
except when the company is incorporated in a state whose statutes 
beyond a doubt sanction the availability of capital surplus for 
dividends. 


NET PROCEEDS OF NEW ISSUES MUST BE SHOWN.—Adjusted bal- 
ance-sheets must show the face value of new securities (in the case 
of no-par stock, the number of shares) and must comprehend all 
discounts, expenses of issue, etc. But it is not necessary to disclose 
the price at which the securities are being sold, as the effect of the 
price is reflected in the adjusted balance-sheet. Publicity regarding 
the price would merely excite the curiosity or criticism of com- 
petitors and volunteer reformers. 


NEw CASH TO BE USED FOR CAPITAL EXPENDITURES IS NOT A CUR- 
RENT ASSET.—The auditor must be careful in setting up an ad- 
justed balance to segregate the new cash into that which is a current 
asset and that which must be or will be used to finance new exten- 
sions or that which is to be used for other capital purposes. This 
rule applies whether the proposed capital expenditures are volun- 
tary or covered by arrangement with bankers or others. 


ADJUSTED BALANCE-SHEETS SHOULD REFLECT UNFAVORABLE FAC- 
TORS SUBSEQUENTLY OCCURRING.—It has been stated that in dealing 
with businesses in which there are no changes in ownership mention 
of transactions between closing date and certificate date is left to 
the discretion of the auditor. But in the case of new financing in 
which effect is given to transactions occurring up to four months 
after the date of the balance-sheet, the auditor does not have the 
option of including favorable factors, such as new cash, and exclud- 
ing unfavorable factors. When gross or net income show a down- 
ward trend, when costs show an upward trend or when any other 
factor occurs which unfavorably compares with the period prior to 
the date of the balance-sheet the auditor must disclose all such 
trends or be guilty of suppressing material facts. 

Phestescissthis : 


Is the position of the corporation at least as good as it was at 
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the date of the balance-sheet and are the earnings at least as good 
as they were during the same period in the preceding year? 


BALANCE-SHEETS SHOULD NOT BE ADJUSTED RETROSPECTIVELY 
MORE THAN FOUR MONTHS.—Theoretically the only balance-sheets 
which should be adjusted are very recent ones, as there are decided 
limits to retrospective adjustments. It is assumed that a properly 
managed corporation can prepare a balance-sheet at least four times 
a year, and that it can be completed within 30 days after the closing 
date. Applying this rule to balance-sheets giving effect to mew financ- 
ing the adjustment of a balance-sheet more than four months old 
gives rise to embarrassing questions which should if possible be 
avoided. The Toronto Stock Exchange has adopted a rule that it 
will not list securities when balance-sheets are dated more than four 
months prior to the offer of sale. 


Certificates.——The form of certificate depends to some extent 
on the number and extent of the modifications required. The fol- 
lowing forms illustrate the types which may be used (a) when the 
headings indicate all the modifications, (b) when it is deemed advis- 
able to be more explicit in the certificate itself. 


(a) We have audited the accounts of The Western Manufacturing 
Company, as at September 30, 1925, and we hereby certify that, in our 
opinion, the above balance-sheet correctly sets forth the financial position 
of that company as at that date after giving effect to the transactions 
above specified. 


(b) We have examined the accounts of X. Y. Z. Company and its 
subsidiary companies, including the E. F. G. Company, as at July 31, 1925, 
and the agreement dated September 16, 1925, for the sale of $5,000,000 
first mortgage, 20-year 514% gold bonds. 

We certify that the foregoing consolidated balance-sheet, in our opin- 
ion, sets forth correctly the financial position of X. Y. Z. Company and 
its subsidiaries as at July 31, 1925, after giving effect to the purchase of 
the stock of E. F. G. Company, the sale of $5,000,000 of said bonds and 
the application of the proceeds of such sale to the retirement of indebted- 
ness and the increase of working capital. 

We have examined the accounts and records of the A. B. C. Company 
at December 31, 1926, and we have reviewed the agreement with the bank- 
ers for the sale of $9,000,000 debenture bonds. Based upon our examina- 
tion and the information submitted to us, we certify that, in our opinion, 
the above balance-sheet fairly reflects the financial condition of the 
A. B. C. Company as at December 31, 1926, as it would have appeared if 
the above-mentioned transactions had been consummated at that date. 
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Another form in use follows: 


WE HEREBY CERTIFY that we examined the books of account and rec- 
ords relative to the assets and liabilities of A. B. C. Company as at De- 
cember 31, 1926 and the contract providing for the sale of First Mortgage 
Sinking Fund 15-Year 6% Gold Bonds and for the retirement of outstand- 
ing First Mortgage 8% Gold Bonds, and based on our examination and in- 
formation submitted to us, it is our opinion that the above balance-sheet 
shows the financial condition of the company as it would have appeared 
at the date stated had the transactions enumerated been then consum- 
mated, 


ILLUSTRATION OF MISLEADING STATEMENTS.— The following ex- 
tract from a banker’s circular issued in August, 1927, illustrates what 
purports to be a clear statement of modifications but is nothing of 
the sort, because at the end of the balance-sheet heading which 
mentions specific adjustments to the company’s books and state- 
ments appears the following significant qualification “and to other 
transactions incident to this financing.’ One may well speculate 
about the nature and extent of the transactions which are so mys~ 
teriously described. 

The heading is as follows: 


BALANCE-SHEET 


The balance-sheet of the A. B. C. Corporation, as shown by the com- 
pany’s books, as at March 31, 1927, adjusted to give effect to the sale of 
the Series A debentures and $4,225,000 Series C mortgage bonds, the 
creation of $23,380,000 of long term debt to predecessor companies, the 
liquidation of $6,277,000 of underlying bonds, of $27,270,000 participation 
certificates, and of $28,039,000 of bank loans, the partial liquidation of 
certain amounts due to and by predecessor companies, and to other trans- 
actions incident to this financing, is as follows: .. 


If the “other transactions” in the heading were not important 
the reference should have been omitted; if the “other transactions” 
substantially affected the results, important information was with- 
held. The author believes that in this case there was no intention 
to suppress any material fact. In view of the widespread demand 
for clear statements, erroneous inferences are probable when state- 
ments are not clear to the average reader. 


Elimination of so-called non-recurring expenses and losses. 
—lIt is considered good practice to eliminate from the income account 
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expenses and losses which the auditor believes will not recur. When 
the fact is disclosed clearly enough for any casual reader to under- 
stand the effect of the eliminations no one should be deceived. If 
eliminations are made and the facts are not fully disclosed, the auditor 
has not followed good practice. It is assumed that all non-recurring 
items of income also will have been eliminated. It is to be regretted 
that any necessity sometimes arises which justifies the practice. Ex- 
traordinary expenses and losses occur in the best managed busi- 
nesses. Under good management mistakes do not recur but others 
follow which also are extraordinary. When mistakes of the past 
are eliminated and it is assumed that no mistakes will be made in 
the future, the managers are being set an impossible task. It is only 
get-rich-quick promoters who guarantee perfection with regard to 
future profits. At one time almost the only non-recurring item was 
the adjustment of managers’ compensation, which meant increasing 
the past expenses as often as it meant decreasing them. More re- 
cently the classes of items which it is assumed will not recur are 
not always mentioned. Thus a practice innocent in itself develops 
until it may be dangerous. 


CHAPTER 23 


AUDITORS’ CERTIFICATES 
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The certificate should not be ambiguous. Any doubt whatever 
in the mind of the reader reflects adversely on the auditor. It must 
carry conviction or the auditor should not attempt to append any 
certificate at all to the balance-sheet. 

Committees of bankers and other associations are alert to criticize 
inadequate certificates and have reported many as unsatisfactory. 
Let the auditor in plain language set forth his opinion of the 
balance-sheet and income account, and if he cannot follow one 
of the forms in general use, he should not attempt to paraphrase one 
of them and in addition slip in some words which he hopes will hold 
him innocent if trouble arises. As the matter now stands, the auditor 
who submits unsatisfactory certificates is more likely to get into 
trouble than the concern which submits unsatisfactory balance-sheets. 

Certificates may be positive or negative. Some auditors en- 
deavor to advance and retreat in the vain hope that everyone will 
be satisfied or if not satisfied the auditor will have a defense to 
meet every attack. 

The certificate should conform to the object of the audit, other- 
wise it may be futile. 

The certificate should be as short and concise as possible. At- 
tempts to qualify a certificate are not regarded with favor, and, unless 
the scope of the audit is greatly restricted, it is the auditor’s duty 
to conform as nearly as possible to the “audited and found correct” 
style. Of course, when qualifications are necessary they must go in 
without fear or favor; but the point the author has in mind is the 
evident fear of many accountants that their certificates will be taken 
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seriously and action will be based upon them. In this fear they 
hedge themselves about with all sorts of ambiguous qualifications. 
Sometimes these sound like arguments, i.e., the certificate reads in 
effect that if so and so were done, so and so would be the result. 
Most business men gladly listen to sound arguments before the report 
is written, therefore changes recommended may as well be made in 
the balance-sheet and thus permit the giving of an unqualified cer- 
tificate, which is always the most desirable. 


Illustrations.—Forms of certificates applicable to a variety of 
conditions are shown below. 

A form, variations of which are used by leading auditors, is as 
follows: 


Tue Boarp oF DriREcToRS, 

A B C Company. 

We have audited the accounts of the A B C Company for the year 
ended December 31, 19—. 

We verified the cash, the inventories of raw materials and supplies, 
work in progress, and finished product, and the other current assets as at 
December 31, 19—. The raw materials and supplies on hand and in 
process of manufacture were priced at cost, except that where market 
values at December 31, 19—, were less than cost, the inventories were 
reduced to market values. Sufficient allowances have been made for prob- 
able losses on notes and accounts receivable, 

We examined the charges to capital accounts and found them to rep- 
resent actual additions to the company’s property. Ample allowances 
have been made for depreciation of plants. All known liabilities have 
been included in the accounts. 

We Heresy Certiry that in our opinion the accompanying balance- 
sheet and income account correctly present the financial condition of the 
company as at December 31, 19—, and its operations for the year ended 
with that date. 

(Signed Xe eZ, 
Accountants and Auditors. 


If qualifications are necessary, the above form can be used as 
a basis and the qualifications can be mentioned in their proper place. 

When asked their preference most bankers and clients ask for 
short certificates. In support of the argument for a short form of 
certificate, the president of a large bank wrote to the author recently, 
“We frequently observe certificates which require as close an analysis 
as the figures themselves. Some standardized form of audit which 
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would carry with it all that the word implies, would be most accept- 
able, I think, to bankers generally.” 

The ideal certificate is brief, to the point, and embodies conclu- 
sions based solely on the auditor’s investigations. Where a shorter 
form is required for a certificate which is to be appended to the 
condensed balance-sheet used by note-brokers and others, the fol- 
lowing is acceptable: 


We have examined the accounts of the A B C Company as at........ 
192.. and certify that, in our opinion, the above balance-sheet correctly 
sets forth the company’s financial position at that date. 

(Signed) D E F, 
Accountants and Auditors. 


A form of certificate suggested in “Uniform Accounting,” a tenta- 
tive proposal submitted by the Federal Reserve Board, is as follows: 


I have audited the accounts of Blank & Co. for the period from...... 
LOpersts iso) and I certify that the above balance-sheet and statement of 
profit and loss have been made in accordance with the plan suggested and 
advised by the Federal Reserve Board and in my opinion set forth the 
financial condition of the firm at......... and the results of its opera- 
tions for the period. 


The following forms are also used: 


We have made an examination of the accounts of the A B C Com- 
pany and its subsidiary companies as at........ 192.. and (subject to the 
valuation of plants and trade-marks being correct) we certify that in our 
opinion the above consolidated balance-sheet and the accompanying state- 
ment of earnings set forth correctly the financial condition of the corpora- 
tion and its subsidiaries at that date and their operations for the year then 
ended. 

(Signed axe y — 72, 
Accountants and Auditors. 
Wein Wome 6660008 TO2 


We have audited the accounts of A Company for the year ended 
Seance ese. 4 The cash in banks was verified by certificates from the 
depositaries. The accounts receivable were verified from the company’s 
books and examined as to their collectibility. The inventories have been 
certified to us as to quantity by responsible officials of the company, and 
have been ascertained by us to have been valued at not more than cost. 

Ample allowances have been made for depreciation of plant. No ex- 
penditures have been charged to the plant during the year which were 
not for actual additions or improvements. 
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From its accumulated net profits, the company paid, in (.... years), 
thes SUMO fe Dey «ccye ms into its First Preferred Stock Sinking Fund, to 
meet the requirements of its certificate of incorporation. First Preferred 
Stock to the extent of $........ par value was canceled through the 
operation of this sinking fund. 

We Heresy Certiry that, in our opinion, the accompanying balance- 
Sheet ate .ctentce , 1s a correct statement of the A Company’s financial 
condition at that date and that the accompanying income account cor- 
rectly summarizes the results of the business for the year ended. 

(Signed) B, C and D, 
Accountants and Auditors. 
(Date) 


The following form is appended by a well-known firm to the 
balance-sheet of a very large operating and holding corporation: 


We have examined into the affairs of A. B. C. Co. and of its sub- 
sidiary companies and have verified the assets, liabilities and income 
shown above. We hereby certify that this balance-sheet shows the finan- 
cial condition at 31st December, 19—, of the companies as an aggregate 
whole and that the accompanying income account for the year ending 
that date is correct as stated. 

Accountants and Auditors. 
New York, 19th March, 19—. 


Charitable organization forms.—A form of certificate of audit 
for a charitable organization is as follows: 


We have audited the accounts of the ........ for the fiscal year ended 
March 31, 1927, and have found that all contributions and other income 
as contained in the records were duly accounted for and that disburse- 
ments were supported by proper vouchers. 

We certify that the foregoing statements of income and expenses 
and of assets and liabilities fairly present the operations for the year and 
the financial position of the ........ at March 31, 1927. 

Accountants and Auditors. 


The following is somewhat shorter: 


We have audited the accounts of the ........ for the year ended 
December 31, 1926, and have found that all contributions and other in- 
come as contained in the records were duly accounted for and that dis- 
bursements were supported by proper vouchers. We certify that the 
foregoing statement correctly sets forth the receipts and disbursements 
for the year. 

Accountants and Auditors. 


464 AUDITING—THEORY AND PRACTICE [Ch. 23 


Certificates when balance-sheets giving effect to new financ- 
ing are submitted—The following forms were proposed by a 
committee of the American Institute of Accountants: 


A. B. C. Company 
BALANCE SHEET 
December 31, 192— 


(giving effect as at that date to the sale of $5,000,000 first mort- 
gage bonds since consummated and the application of the pro- 
ceeds in part in reduction of liabilities) 


ASSETS 


LIABILITIES 


We have examined the books and accounts of the A. B. C. Company 
for the year ended December 31, and the agreement dated March 2, for 
the sale of $5,000,000 first mortgage bonds, and we certify that the above 
balance-sheet is, in our opinion, a fair and accurate statement as of De- 
cember 31, of the financial position of the company, giving effect at that 
date to the provisions of the agreement mentioned. 


New York 
March 2, 19— 


The committee also proposed the following form of letter of 
transmittal where conditions were not such as to warrant a full 
certificate : 


New York, Aug. 25, 19— 
Mr. John Smith, Vice-president, 
A. B. C. Company, 
New York. 
Dear Sir: 

In accordance with your request, we have examined the attached 
balance-sheet of the A. B. C. Company as of June 30, and beg to advise 
you that in our opinion it is prepared so as to reflect correctly the position 
of the company as shown by the books, but giving effect as at that date 
to the pending issue of $300,000 first mortgage bonds as provided in the 
agreement dated August 25, and to the extinguishment out of the proceeds 
of the new financing of the notes payable to bankers to the amount of 
$300,000. 

It will be understood that we have not audited the books since the 
close of the fiscal year on December 31. You have heretofore been fur- 
nished with the audited accounts as of that date, which were in accord 
with the books. 

Yours very truly, 


CDE CO Ca ar CINCO bears Chick fy 
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These forms are typical but the wording of actual certificates 
and letters varies according to the circumstances of each case. 
More is left to the discretion of the auditor than in the case of 
balance-sheets which are not modified to give effect to subsequent 
transactions. 


Certificates by borrowers to balance-sheets when used as a 
basis for credit—A report of a committee of the Robert Morris 
Associates contained the following: 

“We are advised that a number of accounting firms have adopted 
the policy of asking the principal to sign the statement at the 
same time that the accountant affixes his certificate. Some concerns 
are inclined to demur at this and we feel that we would be helping 
to strengthen the hands of the accountants and at the same time 
only doing our duty, if when a certified statement was presented 
to us we should insist that our customer sign it.” 

When balance-sheets are submitted as a basis for credit the 
borrower is supposed to sign them, so that if trouble ensues the 
borrower will not be able to evade responsibility. 

The following form of certificate has been adopted by the New 
Orleans Clearing House Association: 


The undersigned has examined the foregoing financial statement, 
knows its contents, and hereby certifies that it is a true and correct state- 
ment of said business as of the date it bears, and is hereby made to 
PEE os HS toh OS Bank for the purpose of procuring credit and/or 
funds for the use and benefit of said business. 


New Orleans, La. 


Signature 

NorarRIEs’ CERTIFICATES.—The excellent form of balance-sheet 
prepared by A. E. Van Doren, Vice-president of the American Ex- 
change Irving Trust Company, calls for a notary’s certificate. 

This is an added safeguard and helps to furnish competent 
evidence sufficient to convict the borrower of fraud, if it is shown 
subsequently that any material discrepancy exists between the state- 
ment and the facts known to the borrower. 


Statutory certificates—The trend toward compulsory certifi- 
cates grows slowly. In Massachusetts there is a statutory require- 
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ment calling for an auditor’s certificate but a janitor can act and 
has acted in that capacity. 

The Ohio General Corporation Act 1927, Section 64, calls for 
a certificate signed by an officer or a public accountant, which does 
not mean much except that the content of the certificate is such 
as to lead to the employment of professional auditors. 

The section is as follows: 


ara A certificate, signed by the president or a vice-president and 
the treasurer or an assistant treasurer, or a public accountant or firm of 
public accountants, shall be appended to such statement of profit and loss 
and balance-sheet, stating that they are true and correct and that they 
exhibit a fair view of the state of the corporation’s affairs according to 
HUSH DOOKS 5 shape texersicyel oie? shone 


Use of phrase “In our opinion” in certificates—As a gen- 
eral principle of law, an accountant’s responsibility for his certificate 
is not affected by the inclusion or omission of the phrase “in our 
opinion.” The language of an auditor’s certificate cannot excuse 
breach of contract or negligence. 

The phrase “in our opinion” should be included in all cer- 
tificates other than those which clearly cover merely a statement 
of facts of which the accountant should have first-hand knowledge 
when he makes the certificate. For example, if the accountant is 
employed merely to make a transcript from accounts and to certify 
that it is such a transcript, there is obviously no reason for qualifying 
the statement or attempting to make it an expression of opinion. 

A client who accepts a certificate which contains the phrase “in 
our opinion” may well be estopped, in the absence of a perfectly 
explicit contract, from claiming afterwards that he expected, or had 
reason to expect, an unqualified assertion of facts by the accountant. 

An auditor’s certificate is based in part on facts which are cap- 
able of exact ascertainment by him—such as securities on hand at a 
given date; in part on information accepted as the equivalent of the 
auditor’s own inspection—such as confirmation of bank balances, 
loans payable etc.; and it includes another very important element— 
the conclusions of the auditor based on wide experience and expert 
knowledge. In other words, he does to a considerable extent precisely 
what lawyers, engineers and men of other professions do in the use 
of facts, training and experience. This being so, there is strong 
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reason why he should not make his certificate purport to be anything 
other than what it is, viz., an expression of his opinion, properly 
formed in accordance with the best practice of his profession. 


Can responsibility be evaded by qualifications in certificates? 
—The auditor’s certificate is not an independent document which 
stands alone; it is a report upon work which has been done. It is 
the rendering of an account. The auditor should not have accepted 
the engagement until there was a mutual understanding regarding 
the scope of the work, and he should not have gone on with the work, 
unless he directed the extent of his work. The certificate is not the 
place in which to apologize or to express astonishment that an un- 
restricted audit was not expected and not made. The confidence 
which flows from the certificate must not exceed the auditor’s own 
confidence in the scope and extent of the engagement. 

On the other hand, after an auditor has finished his work and is 
satisfied that, owing to poor management or poor earnings or both, 
the fixed assets are grossly overstated, can he convey publicly to the 
stockholders or to the public what he thinks? The answer of course 
is “no” because he is acting in a confidential capacity and must not 
express opinions on matters which he is not supposed to know any- 
thing about—the value of fixed assets. Nevertheless would it not be 
wiser to append no certificate to a balance-sheet than one so qualified 
that it does not mislead the sophisticated but does seriously mislead 
the average stockholder and investor? In one case where the assets 
were grossly overvalued, owing to the impossibility of any profitable 
use, the auditors appended the following certificate to the balance- 
sheet : 


We report to the shareholders that we have examined the above 
balance-sheet with the books of the Company and have obtained all the 
information and explanations we have required. 

Subject to such provision for depreciation of buildings, machinery 
and plant, etc., as may be necessary and to the value of investments in the 
advances to subsidiary and allied undertakings, we are of opinion that 
such balance-sheet is properly drawn up so as to exhibit a true and cor- 
rect view of the state of the Company’s affairs as at 31st December, 1925, 
according to the best of our information and the explanations given to us 
and as shown by the books of the Company. 


The foregoing balance-sheet and certificate were much criticized 
in the public press on the ground that the net worth was grossly 
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overstated. The stock-market prices for the securities had reflected 
the opinion of those who knew something about the company’s af- 
fairs but it was thought that the certificate, while apparently frank, in 
fact suppressed information and, in spite of the qualifications, was 
misleading. Undoubtedly the auditors were in the position of having 
to give that kind of a certificate or none at all, but why furnish a 
certificate if it may mislead those who are entitled to the protection | 
_and assistance of professional auditors? Stock market quotations 
frequently reflect the opinions of insiders but usually mystify the 
average shareholder. 
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Part of the work of the professional auditor is designated, not as 


audit, but as investigation. 


There is here an actual distinction, as 


the work of the accountant may be differentiated from that of an 


auditor. 


For the purposes of this book, audits and investigations are sep- 
arated only as to the special points to be observed in the latter, and 
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it is assumed that in many investigations a detailed audit is required 
and that in others a balance-sheet audit is sufficient. 

Investigations are usually undertaken with reference to the sale 
of a business to a corporation or other purchaser for the purpose of 
obtaining special information relative to finances or general affairs, 
or with respect to alleged fraudulent transactions, or with respect 
to the profits derived from the manufacture of infringing articles, 
Clce 

In the hands of an honest man, an auditor’s certificate in the 
ordinary form might be unobjectionable, but if the certificate is in the 
possession of an unscrupulous promoter, it may be represented to be 
an unqualified indorsement of the enterprise and its promoters, and 
there are enough ignorant investors to believe these or stronger 
statements. The wise auditor never permits his certificate to be so 
used, for a single mistake of this kind in judgment about a client 
may mean the loss of one’s reputation. Successful auditors can take 
no chances at all; they must be more particular about their clients 
than a bank is about its customers. 

The various classes of investigations and the special features of 
each class will be discussed in the following order: 

1. Upon the sale or purchase of a business. 

2. Receiverships and bankruptcies. 


Scope of the Work 


Instructions from clients.—The title of this chapter may con- 
vey the impression that the work to be done is more or less restricted 
in its scope, and that the auditor who undertakes an investigation for 
a special purpose may expect to receive special instructions, differing 
from the circumstances in which he would be willing to make an 
audit. It is not claimed that an auditor would insist on proceeding 
with any professional work which appeared to be even remotely in 
opposition to his client’s wishes. He could withdraw, and _ this 
would be the only proper course if he found himself unable to com- 
ply with the directions of those for whom his work was intended. 

As a member of a profession with high ideals, he can insist, or in 
the exercise of his full prerogatives he can demand, that instructions 
outlining the scope of his work or the form of his certificate and 
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report shall accord with honorable motives and_ straightforward 
dealing. Otherwise, he cannot proceed without forfeiture of his 
self-respect. ; 

If the instructions are incomplete and the auditor fails to inter- 
pret them broadly, so as to include all the results which are called 
for by the nature of the case, he should not attempt to excuse his 
deficient results by falling back on his instructions. Therefore, at 
the commencement of an investigation it is most important that 
specific instructions be issued by. the client or be prepared by the 
auditor and confirmed by the client. 


Working papers to be preserved.—Following up his instruc- 
tions from the client, the auditor issues special directions to his own 
staff. The remarks on working papers! apply here with full force 
and, in addition, special care must be taken to preserve all data bear- 
ing on the adjustment of the accounts. In few investigations does 
the auditor’s report show accounts and amounts as they appear on the 
books. Even if net results are not altered, an analysis is made re- 
sulting in a different arrangement and presentation. 

It is of the utmost importance that working sheets be prepared 
and retained which show in absolute detail the reconciliation of the 
original book figures with those appearing in the final report. Neg- 
lect of this precaution may subsequently result in censure for neglect, 
coupled with the necessity of duplicating work, for which a charge 
cannot, or should not, be made. 

The legal right of an auditor to retain his working papers has 
been fully established in Ipswich Mills v. Dillon (Supreme Judicial 
Court of Mass., July 5, 1927). 

In some cases the working papers of an audit have to be referred 
to after the report is submitted, but in nearly all investigations, ques- 
tions arise after the work is completed which require reference to the 
data compiled during the progress of the work. Opinions differ 
regarding the length of time working papers should be preserved. 
If storage space is available and not too expensive, it is desirable to 
hold them indefinitely; if storage space is expensive, papers may be 
destroyed after a reasonable time has elapsed. What is a reason- 
able time depends on the circumstances of each case. 


p Page 53 et seq. 
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Detail which may be omitted.—l{ “investigation” were simply 
another name for an audit, this chapter would not have been written. 

In general it may be stated that since an investigation is not an 
audit, but an inquiry into specific matters, the routine requirements 
of an audit as outlined in this book may be omitted. The features 
which must not be omitted will be discussed later. 

An investigation usually includes an examination, not an audit, of 
the income account including extraordinary profits and losses. A 
careful analysis and classification of income and expenses must be 
made in order that special earnings or losses may be disclosed. 

The distinction between an examination and an audit is a some- 
what fine one, but an investigation is almost worthless if the analyses 
are not thorough and the report thereon comprehensive. The dis- 
tinction lies chiefly in the discovery or non-discovery of fraud; the 
analyses, etc., are more comprehensive than in most audits. 


Previous audits.—It has also been mentioned that in an ordi- 
nary engagement the auditor often finds himself to be the first pro- 
fessional auditor who has been consulted. But in investigations, 
which are frequently called for in consolidations of prosperous enter- 
prises, it will be found that many of the companies have had their 
accounts audited. If the auditor can obtain the reports of such ex- 
aminations, he has a basis upon which to determine what use he can 
make of them. Obviously this basis depends on the standing of the 
other auditors and the nature of their reports. 

If access to previous reports is impracticable, the auditor should 
get permission to consult with the previous auditors for the purpose 
of obtaining any information possible. If this is not feasible, he 
must proceed as if the accounts had never been audited. 

Experience has demonstrated that failure to furnish pertinent 
data of any kind raises a prima-facie case of interested concealment 
against those who reasonably may be expected to furnish tie infor- 
mation. When information such as may be contained in previoxs 
auditors’ reports is not promptly disclosed, the auditor is charged 
with a greater degree of watchfulness than if the existence of such 
information is unknown. 


Where assets are appraised.—It is becoming fairly general prac- 
tice in investigations to employ appraisers as well as auditors. The 
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former must take the responsibility for physical valuations of fixed 
assets items, and, while this is of great assistance to the auditor, he 
should never incorporate their valuations in his accounts without 
considering the relation of fixed assets to the income account. The 
auditor should steadfastly maintain that he cannot state the net income 
of a business without an examination of the assets and liabilities. 
If the book assets must be adjusted to an appraisal, the income ac- 
count may require adjustment also. The word ‘“‘may” is used advis- 
edly, as some appraisal companies are inclined to overvalue physical 
assets. It is pleasing to proprietors, which may explain why it is 
done, but it does not always afford a reasonable basis for writing up 
book values and a consequent adjustment of the net income. 

On the other hand, in view of this tendency, any insufficiency 
of assets shown by an appraisal should be reflected in the income 
account. 

The auditor usually must accept appraisals whether he has formed 
an independent judgment regarding the valuations of fixed assets 
or not. But when he is adjusting costs and expenses and allowances 
for depreciation, he would not be excused if he were to pass serious 
errors without voicing a protest. Price changes over a period of 
years are readily ascertainable and when they are applied in a com- 
parison of book costs and appraised values, data of importance should 
appear. It is quite material whether increases above book values arise 
from unrealized increment or from incorrect bookkeeping—the latter 
including excessive depreciation and erroneous charges to income or 
capital expenditures. Costs before the war were low, after the war, 
costs, up to about 1920, were exceedingly high. Then came decreases 
followed by another upward trend. Reproduction cost means little 
when a skilful and experienced executive would not reproduce the 
existing plant. 


Handling books and records.—Before making a single mark 
of any description in a record which is the property of another, the 
auditor should ask himself the question: “Is there any possibility of 
these records being falsified, and might it embarrass me later if it 
were shown that I had made marks in them?” In every case the 
question should act as a reminder that if marks are warranted they 
should be small, neat and so made as to be readily and positively 
identified on any subsequent occasion. 
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If fraud is suspected, it is always desirable, and sometimes neces- 
sary, that no marks at all should be made. In such a case the entries 
which are falsified should be rewritten on loose sheets, paged to 
correspond with the original records, and the correct amounts should 
be shown in an adjoining column. This will permit a summary of 
the fictitious entries to be made up at any time. It involves an im- 
mense amount of work, however, and the auditor should advise his 
clients of its possible cost. 


False entries sometimes forgeries.—The entry of an incorrect 
amount in a book of record, if made with intent to defraud, is for- 
gery, a serious crime. 

Frequently false entries are found in books which indicate that 
the one responsible has misappropriated an equivalent sum of money, 
but it may be difficult to produce satisfactory evidence as to when 
and how the defaulter actually took the cash. 

It is well known that it is difficult to secure a verdict of guilty 
from a jury when the evidence consists largely of complicated and 
manipulated accounts. The defaulter’s plea that his books were un- 
fortunately mixed up, but that he never stole anything, appeals to the 
sympathy of the average man. If it can be shown conclusively, 
however, that certain entries are fraudulent on their face, it may be 
possible to prove a charge of forgery. An auditor should always 
be familiar with the law of his own state on this subject. 


FORGERY DEFINED.—Auditors should be familiar with the legal 
definition of “forgery,” which is broader than the usual understand- 
ing of its meaning. A recognized definition is the following: 
“The false making or materially altering, with intent to defraud, of 
any writing which, if genuine, might apparently be of legal efficacy 
or the foundation of a legal liability.” ? 


Definite report wanted.—In order that there may be no mis- 
understanding, it should be understood that the author does not 
advocate submitting suggestions and criticisms based on mere hearsay 
or on incomplete information. The point to be emphasized is that 
all facts pertinent to the inquiry are permissible and may be of more 
value than a mass of figures. 


* Bishop’s Criminal Law, Section 523. 
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Certain adjustments are necessary in practically all investigations, 
but the auditor must be firm in arranging the results and in wording 
his report, or it may be found that the final conclusions will be far 
from representing a well-thought-out opinion of the standing of the 
business. 

Auditors have been very properly warned that if there is nothing 
definite for them to report, they should not be led into stating that 
if the expectations of the promoter are realized his estimates of the 
net income are correct. 


The auditor as an expert witness.—Few professional auditors 
escape their day in court as expert witnesses. The necessity usually 
arises out of investigations where fraud or disputes are known to 
exist, but experience teaches that fraud may be discovered in any 
audit and in cases where it is least expected. Therefore the auditor 
must look upon himself at all times as a potential witness. Neglect 
to give proper weight to this possibility has caused considerable em- 
barrassment on more than one occasion when an auditor has placed 
someone in charge of an audit who is not qualified to make a credit- 
able witness. Sometimes assistants, thoroughly equipped in other 
respects, are constitutionally unfitted to appear as expert witnesses. 

Part of the program of an audit, consequently, is a provision 
for the substitution of an experienced senior or principal as soon as 
the work has gone far enough to warrant the assumption that an 
appearance as a witness is probable. 

The author has testified as an expert witness scores of times, 
and submits the following suggestions based entirely on practical 


experience : 


I. PREPARATION IS ALWAYS ESSENTIAL.—The average lawyer 
does not prepare his cases properly. This is because most cases are 
settled without suit, or when called are so frequently continued from 
time to time that he finds it fairly safe to take a chance of waiting 
until the trial or reference is on before going into the details of the 
accounts upon which he intends to examine the accountant. 

This makes it all the more necessary for the accountant to be 
ready. Unfortunately, the lawyer’s excuses are received with less 
annoyance than the accountant’s, and the latter must be ready to 
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go into any or all phases of the matter on a moment’s notice, or the 
lawyer, and through him the client, become impatient. 

The section on working papers? should be read at this point. 
Failure to make full and proper memoranda during the examination 
is as annoying subsequently as the failure to find data required, 
either because it is not properly arranged or filed or because the 
query raised was not foreseen. 


2. A WITNESS CAN TESTIFY TO HIS OWN WORK ONLY.—While an 
expert witness is permitted to present synopses and summaries pre- 
pared from records offered in evidence, and is thus not compelled to 
produce his results item by item, yet he must testify that the results 
to which he testifies are his own preparation and not the work of 
others. The state of mind of the presiding judge usually decides 
this point when there is any dispute. 

The author has found it valuable to have ready for inspection 
certain of the working papers written in his own handwriting. The 
attorney for the other side almost invariably raises this point when 
he thinks there is any likelihood of any of the work having been 
performed by others and when the witness has a large practice and 
is thought to be dependent largely on the work of assistants, or 
when the report indicates that one man could not possibly have 
compiled all of the data within a limited period of time. It is of 
the utmost importance, therefore, that the witness should be ready 
to state that the results to which he is testifying are his own work; 
that he brought the figures together; that if he did not perform all 
of the detail work, it was done under his supervision, and that he 
presents it as his work. Experienced judges accept this explanation 
and permit accountants to testify as to the accuracy of work done by 
assistants. 


3. INFORMATION SHOULD NOT BE VOLUNTEERED.—As an account- 
ant is supposed to testify to facts only, he makes the best impression 
when he answers questions explicitly and stops when he thinks the 
questions have been answered. 

If the attorney is not fully conversant with the details of the case, 
the accountant should, before the hearing or trial commences, prepare 


7See page 53 ef seq. 
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for the attorney written questions designed to bring out all of the 
matter favorable to his client’s side of the case. 

The auditor should never be asked to suppress facts within his 
knowledge, and cannot honestly do so, no matter how much pressure 
is brought to bear, but no code of ethics recommends, or as a matter 
of fact permits, a professional man to volunteer to outsiders, or to 
the opposing side in litigation, facts which would injure his client. 

The accountant having, as a part of his duty, provided the means 
whereby favorable facts will be disclosed, must in every legitimate 
way guard against the disclosure of unfavorable facts. As intimated 
above, he must answer any pertinent question, no matter how much 
the answer may hurt his client; but if there is any possibility that 
such a question, in cross-examination, may be irrelevant, or improper, 
he should give his own attorney plenty of time to object before reply- 
ing, and if he is instructed to answer, his duty lies solely in telling 
the truth, and there should be no volunteering of information for 
which the question does not specifically call. 


4. CONCLUSIONS AND OPINIONS.—Practitioners differ as to how 
far an accountant is justified in testifying as to his opinions when 
the facts at hand may not be conclusive enough for him to state 
positively that his testimony is founded on conclusions based solely 
on facts and figures contained in the records offered in evidence. 

Frequently the records are incomplete, but enough data may have 
been compiled to warrant a definite opinion as to certain results. 
When the witness is acting in good faith, and is interested only in 
seeing that, as far as he is concerned, substantial justice is being 
done, it may be urged that his duty to his client requires the presen- 
tation of all the evidence possible, and that the other side can be 
depended upon to object to anything going in unless the ground work 
of relevancy has been laid. 

On the other hand, it is contended that an accountant, as a 
witness, should be absolutely impartial and disinterested, that he 
should state the bare truth and be oblivious of which side it might 
affect. The author has heard this argument for many years, but in 
the course of his experience which has brought him into contact, on 
one side or the other, with the leading accountants in this country, 
he has invariably found that the accountants are more or less inter- 
ested in their side and the presentation of the facts favorable to their 
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side, and he has failed to detect any signs of pure disinterestedness 
on the part of any one of them. 

Furthermore, he has found in many instances that the account- 
ants have been better advocates for their clients than the attorneys 
themselves. This has been demonstrated not only by their testimony 
under oath, but by their skill in suggesting questions to the attorneys 
—and these questions have been directed to all witnesses; not to 
those only who are examined on the accounts. 

To sum up: the present practice seems to be for accountants to 
promote in all legitimate ways the success of the side of litigation 
on which they are retained, and they are not found to be uncon- 
cerned and oblivious of results; that the attorneys and parties to the 
cases know that this is the practice; that they are relying more and 
more on professional auditors to assist in the preparation of matters 
in litigation; and that the attorneys and others who have a first-hand 
knowledge of the present practice do not see any impropriety in it. 

The author has no criticism to make of this procedure, but on the 
contrary believes that the accountants who have in many cases 
signally helped their clients by extra zeal would have fallen short of 
their full duty if they had maintained the attitude of a machine which 
shows final results but cannot make suggestions as to how those re- 
sults may be used. 


On Sale or Purchase of a Business 


The professional auditor is now being consulted frequently by 
the man who wishes to sell as well as the man who wishes to buy. 
The former realizes that the services of an independent auditor are 
of the utmost value to him in stating the ramifications of his business 
so clearly that he will not omit any favorable aspects in dealing with 
a prospective purchaser. Likewise, the buyer feels that he cannot 
afford to depend on the representations of the seller or on his own 
judgment. One may pay too high a price and the other may sell at 
too low a price unless the professional auditor passes upon the 
proposition. 

It is generally recognized by leading accountants that when an 
auditor represents a prospective purchaser, much that is necessary in 
an ordinary audit may be omitted. It is safe and legitimate to 
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assume that the seller will not underestimate his profits or his 
assets and that he will not overstate his liabilities. 

Briefly stated, if the auditor finds actual net earnings and assets 
equaling the representations, and no more liabilities than are claimed, 
he need not spend unnecessary time on an inspection of the expense 
vouchers and similar work. 

The chief points of difference which may arise between an inves- 
tigation of this kind and an audit, are the following: 


(a) Something more than figures wanted. 
(b) Period covered. 

(c) Analysis of earnings and expenses. 
(d) Future requirements and economies. 
(e) System of accounts. 

(f) Elimination of unusual items. 

(g) Adjustments and qualifications. 

(h) Errors in the books. 


(a) Requirements.—The requirements of an investigation will 
be discussed in the order outlined above. 


SOMETHING MORE THAN THE FIGURES WANTED.—The prospec- 
tive purchaser of a business wants to know as much of its past history 
as a man does of the past history of his prospective bride. He usually 
contemplates joining fortunes for an indefinite period, and his asso- 
ciations must represent more than mere financial gain. Who is 
better equipped to pass on the enterprise from almost every point 
of view than an experienced auditor? 

Most accountants feel that their full duty has been discharged 
when they submit a balance-sheet and an income statement, together 
with such comments as modify the figures submitted. Outside these 
figures they will not go, on the theory that to do so would mean a 
departure from facts into the realm of theory. 

Nothing could be more inconsistent! The figures shown are, 
with very few exceptions, estimates only. The stock-in-trade is 
always worth something more or less than the inventory valuation. 
The fixed assets vary in value to such an extent that book valuations 
are usually shown because actual values are unknown. The accounts 
receivable are valued on past experience, which may be deceptive. 
There may be contingent liabilities of large amounts unknown and 
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no provision made for them. Therefore, certain conclusions as to the 
conduct of the business, the trend of prices, and other general infor- 
mation may be compiled by the auditor and reported upon with about 
as much accuracy as the accounts. 

What does a prospective purchaser want? It is not enough that 
the report of the auditor, the appraiser, or the engineer show that 
the assets, as represented, are in existence or that the earnings equal 
the guaranteed estimates. It is of quite as much importance to be 
assured that the management as it existed at the time of the exami- 
nation was all that could be desired. Assets are sometimes accumu- 
lated and earnings realized through cumulative conditions which are 
no longer factors or under the administration of men no longer asso- 
ciated with the enterprise. 

In the United States, new industries or special and ingenious 
processes may have been responsible for large profits which subse- 
quently become reduced through the natural economic law of compe- 
tition and imitation. Capital flows to unusually profitable enterprises 
as surely as water finds its level. 


CoNTINGENCIES.—Let us suppose that the business under investi- 
gation has shown unusual profits up to the date of the last balance- 
sheet. Is the auditor charged with the duty of forecasting a probable 
change? Perhaps not, but many enterprises have failed to maintain 
past profits, although the latter have been actual, and the auditor’s 
certificates true in all respects. In some cases bankruptcy has re- 
sulted within a year after the flotation of a stock or bond issue, due 
entirely to a drop in gross profits caused by competition, the removal 
of tariff protection, compulsory reduction in rates by public authority 
or private demand, or reckless or fraudulent practices. 

The auditor is not and would not be held responsible for losses 
arising out of these contingencies, but if the downward movement 
were starting during the course of his examination, should he not 
convey his impressions to his client? It may be said that a prospective 
purchaser should think of these things himself. Perhaps he should, 
but he does not. The author has followed this plan more or less for 
years, and has found that the comments are well received and always 
appreciated, even though his advice may not always be followed. 


STATIsTIcs.—An auditor who expects to perform a considerable 
amount of investigating in the course of his practice will find it very 
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useful to compile statistics of various businesses. This seems to be 
a formidable undertaking, but it may not be. It may happen that the 
proprietors of a business will hear that a certain auditor has just 
completed an examination of the books of someone in the same 
business as themselves. They feel that he has acquired special 
knowledge relative to methods, etc., which may be beneficial to them. 
It should be remarked in passing that only in the rarest cases has 
an auditor been asked to reveal any confidential information which 
he has obtained from a competitor. 

But the auditor may for his own information compile statistics 
as to what a certain kind of business should earn, and what its 
expenses and costs should be. Without revealing the source of his 
information, he may be able to offer constructive suggestions or, in 
the case of a purchase or sale, or other investigation he may be 
able to comment more intelligently on the accounts than if he were 
dependent entirely on the data compiled in each particular case. 


STATUS OF ACCOoUNTS.—There is another line of investigation 
which is not often reflected in a report: Are the accounts to which 
the auditor certifies, prepared directly from the current books of 
account, or are they the result of special compilation? If the latter, 
is the actual state of the books an indication of neglect or ignorance? 
Have the proprietors kept themselves informed as to the results of 
operations through monthly or other frequent periodical statements, 
or have they waited for definite results until the end of their fiscal 
year, when an inventory is taken? 

Have they, therefore, been dependent entirely upon intuitive 
knowledge, which is possessed more or less (chiefly less) by execu- 
tives who scorn theory and accounts, and who boast of the value of 
practical experience? Are the departments co-ordinated, or do they 
run independently to such an extent that one does not know what 
the other is doing? Is it a fact that certain departments are a law 
unto themselves, that they run along and write up copious records 
which are never used by those to whom they might be supposed to 


be of value? 


ConcLusion.—All of these queries and many more might be 
answered offhand by an auditor who had completed an investigation 
into assets, liabilities, and earnings, but he could not properly report 
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on them unless he had been in contact with every department of the 
business. Having this information, why should he not report orally 
or in writing? 

All these suggestions have a bearing on the two thoughts which 
are uppermost in the mind of a prospective purchaser, viz.: “Taking 
everything into consideration, is the business a desirable acquisition eg 
and “How much is it worth?’ The auditor may not wish to give 
a definite answer to either question, but he can furnish figures and 
other information which are of the utmost interest. 

The auditor should insist that at least a summary of the financial 
statement should be published in a prospectus when the accountant’s 
name is given. Several instances have come to the author’s attention 
where statements made by the bankers differed materially from those 
furnished by the accountants. In one case, the accountants were 
forced to defend themselves in one of the financial papers by repu- 
diating the information published by the bankers. 


(b) Period covered.—As was stated at the commencement of 
this chapter, the auditor should require definite instructions before 
starting an investigation. These instructions usually specify the 
period to be covered. As a prospective purchaser wishes to know 
absolutely all that is possible about the past, it is usual to verify the 
earnings for as many years back as time permits. Three years is a 
minimum, while ten years is not too long a eee for those who 
expect to make a permanent investment. 

As will be pointed out later, it is not necessary to audit the ac- 
counts in the usual sense. An analysis is all that is required. There- 
fore, it is little more work to cover six years than three, unless, of 
course, the records for past years are incomplete or inaccurate. The 
longer the period, the more accurately will the trend of the business 
be shown. Most enterprises have good and poor years, and the 
respective recurrences of these changes are of great interest. 

In no event should the results of two or more years be lumped 
together. A big year and a small year may make a satisfactory 
average, but few wish to invest in a business where the small year is 
the last. Therefore, each year must be shown separately, and aver- 
ages must never be used unless the actual results of the last year or 
two are equal to the average. 

The auditor must not fail to inspect the results between the date 
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of the balance-sheet and the time of the examination. The most 
recent month should be compared with the same month for previous 
years, and if an unfavorable result is shown, the fact should be 
reported. 


(c) Analysis of earnings and expenses.— 


Gross INCOME.—In an audit it is always important to verify the 
gross income. In many investigations the prospective purchaser is 
greatly interested in this item and is almost indifferent to the net 
income. He says that with his own appraisement of the physical 
property, and a personal knowledge of local conditions, he requires 
nothing additional except an accurate statement of the gross receipts 
or earnings of the enterprise in order to determine the price he is 
willing to pay for the property. The reason is that an experienced 
executive knows, or thinks he knows, the proper ratio of operating 
expenses under proper management, and it is of little moment to him 
how much the old management has expended. 

This procedure is followed with reference to the sale of public- 
utility companies oftener than with any other class. The sales or 
outputs of these companies are, of course, more nearly constant than 
in trading or manufacturing enterprises. But capable men in nearly 
all industries are found willing to invest in a business with which 
they are familiar, and, if reasonably assured of a minimum of gross 
income, will undertake to guarantee a maximum of operating cost, 
irrespective of what the previous owner may have done. 

If a purchaser is chiefly interested in gross income, the auditor 
should take great care to state the earnings properly, looking carefully 
into the sources of revenue, comparing one period with another, and 
noting any deductions such as trade discounts, returns, allowances, 
etc. These should be deducted from the gross income and not be 
included among the expenses. He should then state the expenses and 
costs as shown by the books and make only such verification as may 


be required. 


BASES MUST BE THE SAME.—In the analyses of income and ex- 
penses the classification is important, because the comparative figures 
over a period of years and the comparisons with other concerns in 
the same industry require uniformity throughout the period. Con- 
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cerns are not always careful about these things and the auditor should 
bear this in mind when estimating the time which will be required in 
making an examination. 


Net INCOME.—If a prospective purchaser does not have precon- 
ceived ideas as to the proper relation between gross and net income, 
the auditor should make his examination exhaustive enough to enable 
him to prepare and submit full and complete analyses of expenses 
as well as earnings. 

The comparative statements of gross income afford instructive 
data about the progress of the enterprise. Of businesses in which a 
purchaser is interested, the one with a stable earning power and 
small but sure net income is preferred to the one whose income fluc- 
tuates violently. A business man who manufactures novelties or 
works under patents has an unusually prosperous year, due to lack 
of competition or to some similar cause. He immediately talks of 
incorporating or reincorporating on the basis of the one year’s net 
income, and commences to spend money as if it were an annuity in- 
stead of the returns from an exceptional year. 

The auditor who is consulted in such a case does his client a kind- 
ness if he points out the wisdom of waiting until he can show a good 
three or five year’average before he is justified in considering his 
business as on a stable basis, and one in which others will care to 
invest. Fluctuations must be noted and explained. Gross income 
depends largely on general business conditions; costs and expenses 
also vary. 

It is necessary to obtain an analysis of the accounts and be able 
to report the various stages from gross income to net income. In a 
trading business, for instance, the form of statement on pages 485 
and 486 brings out the information which a prospective purchaser 
requires. 

It will be noted that the ratios shown (expressed in percentages) 
are gross income to sales, gross income to cost, selling expenses to 
sales, administration and other expenses to sales. As an investigation 
implies a comparison of two or more years, these percentages are of 
more value, relatively, than the amounts. The net income for each 
year being shown, the next most important thing is to know how it 
was made. If the sales were about the same for two successive years, 
the variations in the percentages of expenses are most interesting, 
and to a prospective purchaser it may be a deciding factor to learn 


Ch. 24] é INVESTIGATIONS 485 


that while the selling expenses increased, the administration expenses 
decreased. 


VERIFICATION OF SALES.—The sales which have been charged to 
customers will be indirectly verified through the examination of the 
A. B. Company 
CoMPARATIVE INcoME AccouNT 
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Red ink should be used when the figures are not responsive. For example, 
when expenses and costs exceed gross income and the figures opposite “net 
income” are in red, no further explanation is necessary to show that the result 
is a deficit rather than net income. 
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uncollected accounts receivable. As it is customary to accept recent 
sales as collectible, it is necessary for the auditor to satisfy himself 
that they are bona fide and not manipulated to produce a good show- 
ing just before the date of the balance-sheet. 

The more common forms of manipulation are: 

1. Inclusion of goods sent on consignment and approval as com- 
pleted sales. This practice may result from ignorance, rather than 
fraudulent intent. 

2. Sales or earnings may have been unduly inflated by charging 
out wholly fictitious quantities and amounts. When the earnings 
arise from cash sales, the amount by which the earnings are to be 
increased is arbitrarily added to the daily receipts. At least one 
instance is known of the improper increase of street railway fares by 
a promoter who planned ahead to sell out. He knew that the pur- 
chase price would be calculated on a certain number of times the net 
income realized, or be based on the gross income of the most recent 
period. 

It will be seen that if the goodwill of a property were to be sold 
on a basis of four times the average net earnings for the last two 
years, any method of increasing such earnings would at least double 
the cost, i.e., the addition to cash sales of each $100 would be divided 
by two to get the average for two years, and then multiplied by four 
to find the purchase price, thus yielding a profit of at least 100 per 
cent for the fraudulent practice. 

A scheme of this nature must necessarily be planned ahead, which 
does not apply to most manipulations. This makes it extremely dif- 
ficult to detect, and no general test can be devised which will surely 
uncover the fraud. The auditor who keeps constantly before him 
the possibility of fraud designed to inflate the earnings, has the best 
chance of discovering it. 

If the legitimate cash sales or receipts are small, no one would 
be bold enough to inflate them to any considerable extent. Therefore, 
the most feasible method is to enter among the bona-fide sales fic- 
titious names, quantities and amounts. This fraud will be disclosed to 
the auditor who investigates the average number of new customers’ 
accounts opened within a given period. Any unusual increase is 
worth looking into in any event. If legitimate, the question of con- 
tinuation is important; if not legitimate, it is even more important to 
uncover the irregularity. 
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If there has been an increase in prices shortly before the date 
of the balance-sheet, the cause should be investigated. Such increases 
are not always maintained, and it is unsafe to depend on them unless 
the most positive evidence of the propriety and wisdom of the change 
can be obtained. 

It may also have been that special contracts have been undertaken 
which have realized large net income but may never be repeated. 
For instance, a small steam railway company reaped the advantage 
of a military encampment during a considerable part of one summer. 
The increase over its normal traffic was enormous. Yet a prospective 
purchaser would have no assurance of a repetition of such earnings. 

There may be large sales to a few customers or to affiliated inter- 
ests at high prices. It is often said that there is safety in many 
customers whose average purchase is small in amount and great 
danger in a few customers whose average is high. 

The period after the closing date up to the time of the investiga- 
tion must be scanned closely for rebates, allowances and returns, to 
see if they constitute deductions from prior sales. Likewise, the 
subsequent sales should be inspected, particularly if suspiciously 
small, as this may indicate that shipments after the closing date 
were carried back and charged under false dates. 

It is not sufficient to be informed that the outstanding accounts 
have been guaranteed by the vendors, making a valuation unneces- 
sary. It may be that fictitious sales have been entered in order to 
make a good showing, the vendors believing that they can well afford 
to stand the apparent losses arising out of the non-collection of such 
items. The auditor should keep this possibility in mind, and if the 
vendors or guarantors make good any considerable amount, the de- 
tails of the accounts should be investigated. In all cases the shipping 
records should be examined to ascertain if the latest sales recorded in 
the sales records were actually shipped prior to the close of the year. 


THE TURNOVER.—Authorities differ greatly as to what “turnover” 
means. The dictionary definitions are: “A completed commercial 
transaction” ; “The money receipts of a business for a given period. ’ 

The merchant who speaks of his “turnover” usually refers to 
his gross sales, but if his answer were analyzed it would be found 
that his reference is rather to his stock of goods than to the sales 
value. If he starts his. fiscal year with a certain inventory, he en- 
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deavors to “turn it over” several times during the year. In this case 
it means the cost of the sales, because his inventory and subsequent 
purchases are entered at cost, and it is this stock that he is endeavor- 
ing to turn over to the greatest possible advantage. 

The banker does not look with favor on the borrower whose 
gross sales are not several times as much as his starting inventory, 
and it is a fair inference that sales and cost of sales are here used 
interchangeably. 

Uniformity is desirable in accountancy terminology, so the author 
suggests this definition: The turnover of a merchant or manufac- 
turer represents the number of times his capital in the form of stock- 
in-trade is reinvested in stock-in-trade during a given period. 

To ascertain the turnover, one should take the starting inventory, 
add the purchases or cost of manufactured goods, and deduct the 
inventory at the end; divide the total by the starting inventory, or 
by a calculated average inventory. The result is the number of times 
the capital invested in stock-in-trade has been turned over during 
the period. If the value of the inventory throughout the year varies 
considerably, or in case of a continuous increase or decrease in the 
volume of business which might have a corresponding effect on the 
inventories, the more accurate method of determining the turnover 
is to use the average inventory instead of the starting inventory. 

The capital invested in the stock and the physical stock itself may 
be used synonymously in referring to the “turnover” of a business. 

Many businesses are of an absolutely seasonal nature, with high 
inventories in the winter and low inventories in summer, or vice 
versa. In these cases auditors must be careful to compute turnover 
on average monthly inventories and not on beginning and end-of- 
year inventories. 


PROFITS ON FLUCTUATIONS.—Many enterprises using staple raw 
materials buy their requirements in advance, and in numerous in- 
stances have found it more profitable to sell their entire stock on a 
rapidly advancing market than to operate their mills. This occurs 
oftener with cotton than with any other commodity, but the practice 
obtains also in other staple commodities, such as grain, pork, cop- 
per, etc. 

If such profits are actually realized, they should appear as a special 
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item in the current income account. If the transactions have resulted 
in a net loss, that also should appear as a special item in the current 
accounts, inasmuch as it must be paid out of current net income. 


PROFITABLE USE OF FIXED ASSETS.—In certifying after a balance- 
sheet audit, the auditor may be greatly restricted in what he can say 
regarding what he has found, but in an investigation he should fully 
report on the demonstrated profitable use of fixed assets, which 
forms the only measure of their value. Extraordinary earnings due 
to war conditions or to speculation in raw materials or a thousand 
and one variations from normal conditions may have resulted in 
satisfactory net profits, but looking to the future a prospective pur- 
chaser may have to rely on the normal use of existing facilities. 


DECREASE IN EXPENSES.—The expenses of all classes should be 
compared for a number of years. If there has been any considerable 
decrease during the period shortly before the balance-sheet date, a 
careful analysis should be made to determine the possibility of the 
omission of liabilities which have been incurred but the entry and 
payment have been postponed. 

The auditor must look at all expense payments after the closing 
of the books; if unduly large, the vouchers should be examined and 
their dates noted, as some of them may be for expenses incurred 
prior to the close of the fiscal period. 


ADVERTISING AND OTHER DEFERRED CHARGES.—Excessive valua- 
tions are frequently placed upon the prospective earning power of 
advertising and other forms of exploitation. In the publishing busi- 
ness, for instance, it has been considered permissible to capitalize the 
expenses of establishing a magazine. There is neither possibility 
nor expectation of recovering the preliminary expenses out of the 
earnings of the first year or two. If successful, the early advertising, 
etc., is justified and should be charged against the years which reap 
the benefit. 

In practice, however, the result is not ideal. Many periodicals 
have incurred large preliminary expenses and capitalized them, but 
have never been able to charge off any part against earnings. Other 
publications which have shown a loss in their early years because no 
deferred charges were carried over have realized large enough profits 
in subsequent years to wipe out all the preliminary expenses. 
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At best, it is a difficult matter to settle, but it is doubly hard for 
a prospective purchaser. The best advice to give is to suggest that 
if the business has been running for some time, all such charges, 
unless very recent, should have been absorbed, and that if the charges 
are too recent to make it possible to forecast the result, the purchase 
of the prospective profits arising from them is a pure gamble, modi- 
fied perhaps by evidence, if available, of what similar advertising 
expenditure has produced in the past. 


LeasEs.—If the concern under investigation does not own the 
land and buildings in which its business is transacted, the lease and 
renewals are of the utmost importance. It is safe to estimate that 
out of 100 leases for a long term, or those which provide for exten- 
sions, more than 75 per cent call for a higher rental during the later 
years than at the beginning of the term. If the renewal rate is not 
fixed, it is usually to be based on an appraisal, and in perhaps every 
case it is expected by owner and lessee that the future rental to be 
fixed on such appraisal will be higher. 

Therefore, the prospective purchaser must ascertain definitely 
whether or not he can retain the same premises for a reasonable time, 
if he wishes to do so, and whether or not the prospects for an in- 
creased business or other equivalents will compensate for the in- 
creased expense if a long lease is desired. Conversely, a prospective 
purchaser may not be willing to buy the business unless it can be 
removed economically to a new location. In such a case a long lease 
may in itself prevent the consummation of the deal. 

Strange as it may seem, prospective purchasers do not always 
think of these matters during the early stages of negotiations. The 
auditor should ascertain the precise state of affairs with respect to 
the lease before he enters upon an investigation of earnings, the result 
of which would have no interest for a purchaser who may not other- 
wise know that a long lease on an ascending scale could not be 
terminated. 

In other cases, a purchaser may be negotiating for several prop- 
erties with the intention of consolidating them. It may be part of 
his plans to unite them all in one place. Obviously the terms of 
leases are of extreme importance. 

Sometimes mergers are effected and plants consolidated leaving 
certain plants idle. If the plans of the promoters contemplate leasing 
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the idle plants at a remunerative rate, or leave out of consideration 
the continuation of the payment of rentals which cannot be avoided, 
a serious difference between estimated and actual profits may ensue. 

In conclusion, it cannot be stated too strongly that the location of 
a business may determine its success or failure, and any facts or 
opinions on the subject which the auditor can furnish are of the 
greatest interest to his client. 


INVENTORIES.—In an investigation for a prospective purchaser 
the question of inventories is one of the most important. Little need 
be added to the discussion of this subject in Chapters 8 and 9g, except 
that the distinction must be especially noted between valuations 
properly incident to a going business and those which apply in case 
of the purchase of a business. 

Naturally and properly, the purchaser wishes to buy as cheaply 
as possible, and the seller desires to realize as high a price as he can 
get. But in representing one or the other, the auditor cannot allow 
any such consideration to affect his mind in computing the net in- 
come. The amounts should be the same, whether prepared for a 
vendor or for a vendee. 

Inventories vitally affect the income account, and the goodwill 
of a business rests upon the net income realized. The result is that 
inventories actually fix or materially control the purchase price of the 
business, because the overstatement of an inventory results in an 
overstatement of net income. 

An auditor need not, and as a matter of fact he cannot, be entirely 
indifferent to the interests of his client. If he represents a purchaser, 
it is almost certain that the seller has stated the inventories at the 
highest possible price, so that he need not be particularly concerned 
about not doing justice to him. 

Obviously, a purchaser does not wish to acquire “souvenirs” 
illustrative of former unsuccessful sales campaigns, no matter how 
willing the vendor may be to part with them. With this thought in 
mind the auditor should analyze the inventory for the purpose of 
disclosing unsalable goods. 

The experienced auditor should prepare a report the accuracy of 
which he can maintain before conflicting interests if misunderstand- 
ings arise, as is often the case when commercial enterprises change 


hands. 
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OTHER FACTORS WHICH AFFECT EARNINGS.—Inasmuch as all the 
items of assets and liabilities, as well as all sources of income and 
every class of expenses, enter into the final adjustment of the income 
account, the auditor should not finally approve the amount of net 
income or deficit, to which he must certify, unless he has covered, or 
intentionally left untouched, all of the procedure required in a bal- 
ance-sheet audit. The practitioner who does not have his own pro- 
gram for an investigation is therefore referred to the chapters of this 
book describing a balance-sheet audit. 


(d) Future requirements and economies— 


AN AUDITOR SHOULD NOT PROPHESY.—The author has taken the 
position that an auditor is bound to furnish his client all of the 
information bearing on the investigation or audit which he believes to 
be trustworthy and relevant, and that he is by no means limited to 
the figures which any intelligent bookkeeper might compile. 

But it must be understood most positively that it is never per- 
missible for an auditor, as such, to certify to future earnings or future 
results. An auditor can express his opinion as to the effect particular 
transactions will have if applied to a future date. or instance, an 
auditor would be justified in stating that if a million dollars of bonds 
were sold at par, the bank account would be increased by the same 
amount. But an auditor would not be justified in stating over his 
signature that if a million dollars of bonds were sold at par and 
invested in the business, savings would result sufficient to yield addi- 
tional net income. This would be pure surmise, for unexpected 
losses or expenses might more than offset the savings, or the addi- 
tional capital might be lost entirely through errors of judgment in 
its expenditure. 

Business men and financiers frequently ask their auditors to cal- 
culate the effect certain changes will have on the results of opera- 
tions. For instance, an auditor is asked to prepare a statement 
showing the probable outcome if gross sales are doubled, with no 
proportionate increase in fixed charges. This is proper, profitable 
and pleasing work for a public accountant, and he should welcome 
the engagement, but it must be distinctly understood, before the work 
commences and after it is finished, that his work is performed in the 
capacity of an accountant and not that of an auditor. He should 
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refrain from submitting his estimates on paper which bears his name 
at the top or the bottom, otherwise there is a risk of the figures being 
put forth as if they were certified. 

Great pressure is sometimes brought to bear on auditors to have 
them certify what are in reality only estimates. It is an astonishing 
fact that certificates have been issued which are so worded that the 
untrained mind believes that the auditor is satisfied that if certain 
additional capital is raised, or something else happens, there will be 
sufficient earnings to pay a large return. The auditor who lends 
his name to such near-fraud should be expelled from any accounting 
body to which he may belong. 

There are matters which affect the future upon which an auditor 
may and should give his opinion, and he may and should discuss 
the relation which such matters have to the past, but in no case 
should these be grouped in such a way that there can be read into 
the opinion a conclusion as to the future net income of an enterprise. 
The author believes that the best test to apply when in doubt as to 
how far an auditor should go in furnishing information is to ask 
himself if by any stretch of imagination anyone could construe his 
opinion as a prediction of earnings. 

To sum up: the auditor, as such, should never prophesy or predict 
the future results of operations nor attempt to answer in advance 
any financial or economic questions which depend for their solution 
upon unknown factors. He is often in a position where he should be 
able to read the future better than many others, but when he at- 
tempts to leave the realm of the known for that of the unknown, he 
should call himself a business adviser or some other high-sounding 
name and keep secret his relationship with public accounting. 


INSUFFICIENT CAPITAL.—A business may have had insufficient 
working capital, and advantage may not have been taken of dis- 
counts. A prospective purchaser may ask that a report be compiled 
which assumes adequate cash capital. An analysis of past purchases 
may definitely fix the saving which would have been made, but the 
point at issue is whether or not a like saving can be realized in the 
future. 

If an auditor agrees to prepare a statement setting forth the past 
results and then stating that in his opinion the following period will 
produce a given result, assuming the saving of discounts, he is going 
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far beyond his province. But if in his opinion the discounts or some 
equivalent will continue, there can be no valid objection to his stating 
in a certificate that, assuming ample capital and the same volume of 
business, there will be one item of saving, mentioning the amount. 

There may be other excessive expenses or losses due to insuffi- 
cient capital, but most of the arguments advanced as to what would 
have been accomplished are fallacies. 

Naturally a prospective purchaser wants to know wherein econo- 
mies can be effected or net income increased, and evidence may be 
available to prove the truth of. the representations made. The most 
common claim is that the output has been too small, and that addi- 
tional facilities would have meant greatly increased net income. Out- 
put, however, must be sold to produce a profit, and it is always easier 
to talk about a big increase in sales than to secure actual orders. Men 
who are partly successful frequently overestimate the buying capacity 
for what they sell. The market may readily consume all that is 
offered, but if the offerings were to double, the sales price of the 
whole might be reduced to an unprofitable basis. 

Large capital is by no means a guarantee of financial success, 
and any investigation into the capital required for a particular busi- 
ness, the effect of a lack of it in the past, and the possible returns 
from it in the future, calls for more acumen and general business 
knowledge than most men possess. Nevertheless, there are times 
when an auditor can be of substantial aid in such an investigation, 
and there can be no objection to his placing at the disposal of his 
client the benefit of his experience; but for his own sake he must 
not permit the publication of a certificate which can be directly or 
indirectly interpreted as a forecast of future earnings. 

Comments on future requirements should always be accompanied 
by a statement of the average net capital employed in the old busi- 
ness. This affords an opportunity for a prospective purchaser to 
arrange for additional capital if the old is inadequate. 


ECONOMIES EXAGGERATED.—One has only to read some of the 
glowing prospectuses issued during 1919 and 1920 to see the differ- 
ence between expectation and realization. Fortunately, not much 
of the responsibility for the failure of many large enterprises can be 
traced to auditors, but a part of the blame sometimes rests on their 
shoulders. 
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It has becn stated in these pages that an accountant should be 
available to make calculations and compile data, for which others 
must take the responsibility. This is true, but no public accountant 
should ever work in the capacity of a clerk. He may assist in the 
preparation of a statement which purports to show the economies to 
be effected by a merger of two or more concerns, but if, through 
ignorance or lack of experience, estimates are made which the ac- 
countant knows cannot be fulfilled, he should not hesitate to express 
his convictions, and if it appears that facts are to be ignored and the 
public deceived, he should withdraw in order to avoid any possible 
association with the enterprise. 

Almost without exception promoters have, or seem to have, 
visions of two or more plants being conducted on about the same ex- 
pense ratio as the most economical of those merged. Economies in 
all departments are prophesied, and as a matter of fact many are 
possible and are effected. But they are sorely needed to offset the 
extraordinary expenses and extravagances which seem to be a neces- 
sary element in the promotion and establishment of all such 
consolidations. 

To start with, vast sums are paid in cash or securities to pro- 
moters, attorneys and insiders. Then engineers and accountants 
must receive large fees, although far less in proportion than those 
paid the lawyers. 

The bankers, lawyers and others who become members of the 
board would not think of attending a board meeting at the dingy busi- 
ness offices of one of the old concerns, so a large and expensive suite 
of offices is secured “downtown.” With expensive offices go expen- 
sive clerks, and so on down the line. How many poorly paid clerks 
and others must be dismissed at the works to pay a fractional part 
of the new and additional expenses which were not mentioned in 
the prospectus ? 

If anyone thinks this description is an exaggeration, let him ex- 
amine the literature and subsequent record of a few of the once 
popular consolidations. 


DOES INCREASED VOLUME DECREASE THE PERCENTAGE OF OVER- 
HEAD !—Theoretically the unit costs of manufacturing and selling 
decrease as volume increases. Practically there have been many 
bitter disappointments in the working out of the theory. 
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When a comparatively small concern is well managed and oper- 
ates substantially at capacity, the relative costs of production and 
costs of sales may be as small as if production were to increase. 
When a concern is so small that economical production is impossible, 
increase in volume will reduce unit costs if the management does not 
become inefficient. 

There have been numerous cases in which increased volume has 
resulted in bankruptcy rather than in decreased costs. Increases 
in volume carry problems which are not always foreseen. 

The auditor should steadfastly refrain from computing estimated 
savings incident to increases of volume. Economists often refer to 
“the law of diminishing returns” which is needed to check the opti- 
mist who recognizes only the law of increasing returns. Expenses 
have a way of increasing which no one seems to be able to stop. 


Stock EXCHANGE REQUIREMENTS.—In its supervision of secur- 
ity offerings the New York Stock Exchange requires in certain cases 
that advertisements of new issues be submitted for approval. Its 
position regarding predictions and modifications is shown by one of 
its rules which sets forth that approval is not required in case: 

First, that no prediction of any kind is made in the offering; second, 
that no statement is made of what past earnings would have been under 


any assumed conditions that did not exist at the time; and, third, that the 
security advertised is not that of a corporation in a prospective state. 


FORMER OWNERS’ ATTITUDE.—Except in rare cases, the business 
which changes hands or consolidates with others has been prosperous. 
It is conceded that the personal element is the most important factor 
in business life, so that if the personal attention of the former pro- 
prietor is not available after the sale takes place, it is absolutely essen- 
tial that an equivalent be found, or the success of former years will 
not be duplicated. 

This is another of the matters with which an auditor is not usually 
concerned, but no one has a better opportunity to observe the relative 
position of each person responsible for the former prosperity than the 
auditor who investigates the finances of the business for a series of 
years. If the examination makes it apparent that one or more of the 
proprietors, managers or other officers were dominant in its affairs, 
there can be no reasonable objection to communicating the fact to the 
prospective purchaser. 
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Many men think that ordinary ability, coupled with plenty of 
money, can win success in almost any business, but this is not true, 
as may be proved beyond a doubt by examining for a while the bank- 
ruptcy announcements. Many concerns which start in business with 
ample capital fail because they are not properly managed. Other 
concerns with less capital, doing precisely the same kind of business, 
during the same period of time, realize large profits. 

One of the most striking instances is the wholesale grocery busi- 
ness. Here conditions are nearly equal. The same kinds of goods 
are bought and sold. The same customers are available to all, yet in 
the same city one concern earns a large net income, while another 
doing a large business does not earn a dollar of net income. The 
difference is due to the personnel of the management, and, where 
successful executives can be retained, an auditor is not exceeding his 
duty if he comments on the matter. 


CoMPETITION.—Some business men wish to expand, or consoli- 
date, or do something else that sounds big as soon as they have had 
one big year. It usually happens that the extraordinary income 
earned has been due to a monopoly of a certain kind of product. 
Now economic laws compensate an inordinate profit by stimulating 
competition. Publicity which follows a sale or the publication of 
results will, of course, spread the knowledge of large net income. 

An exception occurs in the case of patented articles, where the 
continuance of a monopoly is protected by law. But where there are 
no patents of vital importance, the question of competition must be 
seriously considered. 

Another element which affects competition is the personal atten- 
tion mentioned in a preceding section. If the business deals in any 
goods which are dependent upon the taste of the public, it must be 
borne in mind that the public is very fickle. Popular demand may 
be increased by advertising or maintained more or less by fair deal- 
ing and courteous treatment, but no one can foretell what the future 
will hold in the way of competition. For this reason a prospective 
purchaser must think deeply before he commits himself to a propo- 
sition, which, to yield a satistactory return upon the purchase price, 
must continue to earn such a large gross income that an endeavor 
must be made to keep the facts secret. 
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How long the operation of an economic law can be suspended is 
for the purchaser to decide. 


(e) System of accounts.— 


CRITICISMS SHOULD BE POSTPONED.—In special investigations 
such as are discussed here, the auditor should never express an opinion 
as to the condition of the accounts, except in a confidential report to 
the prospective purchaser. During the course of the work he must 
accept things as he finds them, and, in order to secure the sympathy 
or co-operation of the office staff, he must be careful to praise any- 
thing which deserves praise, and refrain as much as possible from 
condemning accounts or methods which cannot be approved. 

In the economic structure of today there is a natural limita- 
tion on criticism. Constructive criticisms with accompanying sug- 
gestions and plans for improvements are always helpful. Criticisms 
of existing unsatisfactory conditions unaccompanied by constructive 
suggestions do no good and often result in harm, The organization 
and control of industrial enterprises involve much more than good 
accounts and good accounting methods. Disregard of perspective 
usually leads the auditor to make inappropriate suggestions. 

When the purchase is consummated and the auditor is requested 
to submit suggestions and criticisms, if he has made full notations 
of the short-comings in the system, his working papers should dis- 
close full information available for use. 


CoNDITION OF ACCOUNTS AN INDEX TO PROPRIETORS.—There are 
some particularly shrewd bankers who make frequent purchases of 
properties and in other cases furnish capital, who consider that an 
auditor’s report on the condition of the accounts indicates very ac- 
curately the kind of men who have been running the business. 

If net income has been large and no accounts worthy of the name 
have been kept, it is apparent that these men have depended upon 
their own ability to earn money, and, since this cannot be sold and 
transferred very readily, it is not a safe plan to continue such in- 
complete records. 


PREPARATION FOR NEW SYSTEM.—Therefore, in their contracts 
the bankers sometimes insert stipulations such as these: 
1. That within sixty days after the formation of the new com- 
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pany, public accountants satisfactory to the purchasers shall be em- 
ployed to devise and install a modern system of accounts for the 
company which will permit full and accurate reports of its operations 
and its financial condition to be made at least monthly. (In many 
cases this provision is protested, but bankers are anxious to have 
the accounts reorganized wherever trustworthy results are not readily 
available, and therefore hesitate to finance a company whose accounts 
are unsatisfactory.) 

2. That the accountants shall be furnished with all requisite in- 
formation and facilities for carrying into effect such changes as may 
be necessary, and that the officers and employees of the new com- 
pany shall co-operate with the accountants in the installation and 
completion of the new system within a reasonable time, which in no 
event shall exceed twelve months from date. 

3. That the reports involved by the proposed new system shall 
be delivered each month to the board of directors of the new com- 
pany, one copy to remain on file with the secretary of the company, 
subject to the inspection of any member of the board, and one copy 
to be mailed each month to the purchasers, as long as the (pre- 
ferred) stock is not retired. 

4. That in the event of accountants being employed for the pur- 
poses stated, the accountants shall be retained to audit the accounts 
of the new company at least annually. If the system in use is satis- 
factory and accountants are not required immediately, they shall in 
any event be retained to audit the accounts at least annually; copies 
of their report to be delivered and filed as set forth in paragraph 3. 

5. If vendors do not name accountants satisfactory to purchasers, 
the latter may nominate and the vendors agree to employ accountants 
so nominated and to carry out the provisions referring to accountants 
with the same effect as if the accountants were appointed by the 
vendors. 


(f) Elimination of unusual items.—It is a dangerous practice 
to eliminate items solely because they appear to be extraordinary. It 
is safe to say that no business has ever been free from unexpected 
losses and expenses. Nevertheless the auditor is expected to state 
separately all important items which on their face are extraordinary. 


Earnincs.—A purchaser profits from future business only. 
Large special earnings may have been made in the past, but his in- 
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terest lies in the possible net income of the future. Necessarily this 
is based largely on past experience, but if there are items which prob- 
ably will not appear under subsequent conditions, they must be elim- 
inated from that part of the report upon which his advice to buy or 
not to buy will be formed. 

It is said that eminent counsel has advised that surplus arising 
from appreciation as well as from capital values in excess of stated 
capital may be carried to earned surplus and will be legally available 
for dividends. 

A writer in commenting on this opinion has said that in such 
event in a statement of earnings for prior years, depreciation should 
be adjusted to the higher values, and earnings reduced in order that 
the earnings of past years may be on the same basis as in the future. 


INCOME FROM ASSETS NOT TAKEN OVER.—The auditor, in order 
to make an intelligent report, must have a copy of the purchase con- 
tract or option. In many cases there are items on the books which 
are not included in the purchase price and are to be retained by the 
vendor. It is important to ascertain whether any income from assets 
of this nature has been included in the current earnings or not. 


INTEREST ON DEPOSITS.—If the bank balances have been normal, 
any interest thereon should not be eliminated unless it is known that 
the future bank accounts are not to bear interest. Some firms carry 
many hundreds of thousands of dollars on deposit all the time, earn- 
ing, perhaps, 2 or 21% per cent, just because they always want to be 
ready for an emergency. It is not likely that anyone buying such 
a business intends to follow the same practice. 


SALE OF ASSsETS.—The analysis of earnings discloses whether or 
not anything has been included which represents profit on the sale of 
a portion of the capital assets. For instance, an old building or a 
piece of land may be sold at an advance over the book value. This 
is an extraordinary profit and must not be included in the earnings. 

The author was called upon to verify the earnings of a concern 
and found that among the current earnings were profits on the pur- 
chase and sale of the company’s own preferred stock. 


APPRECIATION OF ASSETS.—It is a common error to assume that 
an appreciation in the value of land or any other fixed asset can offset 
the depreciation of plant. 
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If a statement of earnings has been prepared from the books, 
and an appraisal shows that the assets are equal to the book value, 
but that the land has appreciated in value $100,000 while the ma- 
chinery has depreciated $100,000, the amount of appreciation must 
be eliminated and treated as extraordinary income, and the deprecia- 
tion must be included among the expenses and deducted from income. 


INSURANCE PROFIT.—If a fire has occurred, it may be found that 
the books show that a profit has been realized. This usually occurs 
where book values have been written down to be conservative, but 
the insurance has been left undisturbed. As the assured is entitled 
to recover the sound or replaceable value of his property, he may be 
collecting for obsolete or abandoned machinery, etc. In such case, 
since the prospective purchaser, in order to be conservative, will 
follow the same system of charging off, and cannot depend on a fire, 
the apparent profit cannot be included among the current earnings. 


DAMAGES FOR CHANGE OF GRADE, ETC.—Other extraordinary re- 
ceipts may arise out of damages collected from compulsory change 
of street grade, a portion of the premises being condemned for 
municipal or public-utility use, etc. These are all unusual items 
and are not apt to recur in the same business, so they cannot be 
included among current earnings. 


ExpENSES.—There may have been special losses or expenses 
which the prospective purchaser can, or thinks he can, avoid. These, 
too, must be separately stated. 


EXCESSIVE ALLOWANCES FOR DEPRECIATION, ETC.—Just as some 
men decline to allow for known losses, such as bad debts, deprecia- 
tion, etc., others insist on writing off all of their furniture and fixtures 
and create excessive allowances for other wasting assets. 

Since the passage of the federal income tax law, some corpora- 
tions have entered excessive depreciation in their books. Upon a 
sale they would hardly admit that such charges were proper deduc- 
tions from income, and if the auditor finds that they are excessive, 
he will adjust the accounts accordingly. 

The auditor should endeavor to have the allowances represent 
actual depreciation or prospective losses. When they go beyond this 
they are in reality part of the surplus and are to be so treated. 
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EMBEZZLEMENTS.—It is to be assumed that a prospective pur- 
chaser, wise enough to employ a professional auditor to investigate 
the business he expects to buy, will, if he acquires the business, bond 
all employees and have the accounts audited periodically thereafter, 
so that any past loss through embezzlement can be eliminated from 
the expenses. 

Auditors should impress upon new executives the value of surety 
bonds for all employees. Many employers who have postponed action 
for many years never do get around to it, but a new proprietor can 
insist on this matter without offending any sensitive employee. 
Failure to observe this precaution has entailed enormous losses to 
some concerns. 


FIRE AND OTHER LOSSES NOT INSURED —Likewise, the purchaser 
should carry an ample amount of all kinds of insurance, so that if 
there has been a fire loss not fully covered, or if an employee has 
been injured and no liability insurance has been carried, or if plate 
glass windows have been broken, etc., the losses so sustained can 
be eliminated from the current expenses—which should include, how- 
ever, a sum equal to the premiums on such insurance as if it had 
been carried. 

Another form of protection which prudent business men carry 
is “profit” insurance. This covers loss of the estimated profit which 
might have been earned had no fire occurred. The rate is about 
the same as for fire insurance, which in most manufacturing plants 
is extremely low. Another safeguard is “use and occupancy” insur- 
ance which in addition to profits may cover fixed charges and 
expenses. 

It cannot be held, however, that an auditor can certify that the 
earnings of a certain business would have been a given sum if a 
fire had not occurred. If profit insurance had been carried, and the 
face of the policies collected, there could be no objection to stating 
the source of such receipts, but even then it is questionable if an 
auditor should include the income so derived among current earn- 
ings. If all the unavoidable expenses incurred during the time the 
plant is not in operation are taken into consideration, there is no great 
objection to including the proceeds of insurance among current earn- 
ings, but the item is not a usual one and for comparative purposes 
cannot be regarded as normal. 
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AcTIONS AT LAW.—When any considerable expenditure has been 
made by reason of a verdict or compromise arising out of a suit 
on contract or infringement, etc., it may be that part of such pay- 
ment is properly included among the current expenses, but that a 
part is applicable to prior periods. The auditor must deal with such 
items on their own merits. 


(g) Adjustments and qualifications.— 


PARTNERS’ SALARIES.—In stating the accounts of a business with 
reference to a sale, it is customary to eliminate from the expenses 
the amount charged on the books as partners’ salaries. This may be 
misleading, particularly when the earnings are shown in support of 
an issue of bonds or preferred stock. For instance, the statement 
may be made that the net earnings of a partnership have averaged 
$48,000 per annum, this being four times the interest on an issue of 
$200,000, 6 per cent preferred stock. In computing the net profit, 
custom decrees that the partners’ compensation may be omitted. It 
is true that, unless mention is made of the amount, it is difficult for 
anyone without a knowledge of the facts to form an opinion on the 
matter. Partners frequently pay themselves large periodical sums 
carried on the books as salaries. Many others credit themselves with 
about the equivalent of the salary of a manager or a good salesman, 
while in many cases no salary at all is mentioned. 

In the case described it may be expected that after the corpora- 
tion is formed, the officers (former partners) will insist on salaries 
unless they have stipulated that none shall be voted or drawn. Such 
a stipulation is rare, and it is not unusual in a corporation of this 
size for salaries of $15,000 to $25,000 to be voted to the new officers. 
These become a charge to income, and thereby reduce the amount 
available for dividends on the preferred stock. In other words, the 
future net income will be largely diminished, perhaps by half, through 
the change of name from “partners’ withdrawals” (not an expense) 
to “officers’ salaries” (an expense). Therefore a charge should be 
inserted for management salaries. In cases of financing there is 
frequently some contract provision fixing the amount so to be paid. 
In any event an intelligent estimate can and should be made. 

An auditor is never justified in signing a certificate omitting 
partners’ compensation, unless the fact is clearly stated, and any 
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reference to the bearing past net income has on a bond or stock issue 
is subject to qualification by this omission. 


Contracts.—If a business is of such a nature that contracts for 
purchases or sales to be received or delivered in the future are the 
custom, it is not sufficient to stop with the results of the last fiscal 
period unless the effect of the contracts outstanding at that time be 
considered. 

For instance, contracts may have been entered into for raw mate- 
rials at a high figure, and at the time of the examination the market 
may be much lower. During recent years good accounting practice 
has demanded that allowances be made for the accrued losses when 
the amount is determinable. When this is not feasible the esti- 
mated amount of the loss should be shown as a memorandum on the 
face of the balance-sheet. 

If the contracts cannot be canceled, and the new period is saddled 
with the necessity of buying materials at an inflated price, the auditor 
must adjust the accounts accordingly. It may be that the prospective 
purchaser has full knowledge of the unfavorable agreements, but 
the auditor must not assume this. If it is stated that unfavorable 
contracts for purchases or sales can be canceled, something more than 
the word of an interested party should be necessary to convince the 
auditor. 


TaxEs.—While considering adjustments, the subject of taxes must 
be borne in mind. It is becoming popular to levy taxes on what- 
ever person or thing will stand it. In many localities real estate 
taxes are increasing steadily from year to year. At the time of the 
examination, if an assessment has been made for the following year, 
the auditor should inspect it and compare the amount payable with 
that of the previous year. As there may be an increase in the val- 
uation as well as the rate, the increased taxes may be a sufficiently 
large factor to force a somewhat lower price upon the seller. 


Royatties.—Where royalties have been paid under a license, 
and the financing provides for the purchase of the patents or copy- 
rights, it may be permissible to eliminate from expenses the amounts 
paid in the past, so far as the liabilities of the future are concerned. 
But it may be unsafe to make the adjustment unless every detail 
of the acquisition of the patents is available and it is found that a 
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clear saving will result. Oral statements of this nature, accepted by 
auditors, have led to unfortunate experiences in the past. 

The adjustment must include a periodical allowance for the ex- 
tinguishment of the price paid for the patent or copyright. 

The capitalization, or proposed capitalization, in case of a pur- 
chase must not be confused with the treatment of royalties in the 
income account. Royalties paid constitute an expense, and royalties 
received represent income. In the former case it is assumed that 
the patents, if it is out of patents that the royalties arise, are not 
owned, and in the latter case that they are owned. If the patents 
are owned, the only income which can arise directly is from out- 
siders. The concern itself receives an equivalent in the form of 
reduced expenses by reason of not having to pay for the use of the 
patent. 


ORDERS OF PUBLIC SERVICE CoMMIssIoNs.—In making investiga- 
tions of public service corporations operating in the jurisdiction of 
a public service commission, the auditor should not fail to make 
a thorough inquiry into the question of whether or not any orders 
issued by the commission have been neglected by the corporation 
whose accounts are the subject of examination. Compliance with 
such orders may require the expenditure of considerable sums of 
money—perhaps for purposes which will not result in a correspond- 
ing increase of revenue. Instead of an increase in revenue, there 
may be only an increased expense for maintaining or operating ap- 
plances which must be installed. If the prospective purchaser has 
knowledge of the matter, he is in a position to protect himself when 
conducting negotiations with the seller. In the absence of such 
knowledge, however, he receives a severe shock on being required, 
after concluding the purchase, to make the entirely unexpected ex- 
penditures necessitated by the orders issued before his coming into 
possession of the property. 


(h) Errors in the books.—As has been stated, an investigation 
is an audit for a special purpose. If the special purpose is to find 
errors, the auditor should proceed as in a regular audit and nothing 
additional need be said. But in other classes of investigations, the 
question frequently arises as to how far the auditor should, or must, 
go in order to satisfy himself that the accounts are correct. 
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For instance, in an inquiry into earnings, it is necessary that he 
should be satisfied that the income is at least as much as the aggregate 
which he certifies. But what if part of the income which should have 
been included has never been carried into the books, having been 
misappropriated or lost through carelessness or neglect? 

As to this, the opinions of professional accountants differ. Some 
say that in investigating the net income of a business with reference 
to a sale, an accountant is not expected to check the books and entries 
for the purpose of detecting falsifications as there is a marked differ- 
ence between an audit and an investigation with a view to profits; 
that some defalcations could not be discovered without verifying 
footings, postings and vouchers; and that clients do not desire, and 
are unwilling to pay for, a detailed audit. On the other hand, it is 
contended that an auditor is not justified in certifying a balance-sheet 
and an income account unless an audit has been made. 


TESTS REQUIRED.—In the author’s opinion, what should be done 
depends upon the nature of the result to be attained. If an auditor 
is requested to examine the accounts of a business for a period of 
years, to state and to certify the net income realized and the finan- 
cial condition as at a certain date, it is proper to restrict oneself to 
the actual work necessary, and additional work is superfluous. If in- 
come or assets have been omitted, and the omission cannot be de- 
tected unless a complete audit is made, the auditor has nevertheless 
fulfilled his duty. If expenses or liabilities have been omitted, the 
auditor cannot be excused even if a detailed audit is necessary to 
discover the omissions. 

No examination such as that indicated can be considered com- 
plete in any event unless intelligent analyses are made of the various 
income and expense accounts. These analyses may disclose fraud or 
errors of principle. 


Tue FINAL TEST.—The final test of the sufficiency of the exam- 
ination lies in the skill with which the work is handled. If the 
auditor brings to bear all the care and skill which may reasonably 
be demanded of an experienced practitioner, he cannot be held morally 
or professionally responsible for well-concealed errors or omissions, 
but it must be remembered that the degree of care and skill required 
is much greater than is expected or legally demanded from an inex- 
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perienced person or one who does not hold himself out as a pro- 
fessional auditor. 


Receiverships 


Receivers * are divided into general classes: 


1. Receivers in equity 
2. Receivers in bankruptcy 


The principal distinction between the two classes is that one is 
created by and functions under the rules of the various courts of 
equity, whereas the receiver in bankrupcty is governed by the 
National Bankruptcy Act. 

Receivers in equity may be appointed by the judges of the various 
judicial districts in the United States, or by the judges of the 
respective courts of equity of the state in question. Ancillary re- 
ceivers are appointed when the estate lies within the jurisdiction of 
more than one court. 

Receivers in bankruptcy usually take over the entire estate of 
bankrupts, while receivers in equity take over not necessarily an entire 
estate, but frequently only a part or parcel of an estate, whether 
it be corporate, partnership or a personal estate. A receiver in equity 
may be appointed for rents, profits, any personal or real property 
or, in fact, for anything of which the title or possession is in 
controversy. 

Receivers may be appointed for an extended definite or an in- 
definite period or temporarily. The appointment of a receiver in 
bankruptcy is usually a temporary matter; whereas, a receiver in 

* The following definition of a receiver appears in 34 Cyc. 15 et seq.: 

“A receiver is an indifferent person between the parties, appointed by the 
court, and on behalf of all parties, and not of the complainant or defendant 
only, to receive and hold the thing or property in litigation, pending the suit, 
to receive the rents, issues, or profits of land, or other thing in question; to 
receive rents or other income, and to pay ascertained outgoings, when it does 
not seem reasonable to the court that either party should hold it; to hold 
possession and control of property which is the subject matter of litigation, and 
to dispose of the same or to deliver it to such person or persons as may be 
directed by the court. He is said to be the arm and hand of the court, a 
part of the machinery of the court, by which the rights of parties are pro- 
tected. When a receiver is required not only to preserve the property but also 


for the purpose of carrying on or superintending a trade or business he is some- 
times called . . . a receiver and manager.” 


A receiver therefore is the recipient of a trust not unlike an assignee or a 
trustee. 
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equity, especially in the case of railroads, public utilities and large 
industrial organizations, is more often appointed to carry on the 
business for an indefinite period pending reorganization or the pass- 
ing of the occasion for the intervention of the court. 


Accounting engagements and procedure.—As a rule, account- 
ants are engaged immediately after the appointment of receivers. 
Usually statements of assets and liabilities must be prepared within 
a limited time, and from information more or less readily available ; 
assets are stated at their book value and in some detail pending the 
determination of fair values. Liabilities are classified as to preferred, 
secured or general creditors, and names and addresses are stated in 
each instance. 

The accountant is frequently called upon to furnish various interim 
statements and reports, and occasionally to prepare the final ac- 
counting for the receiverships. Limited investigations of special 
subjects are also ordered from time to time. The auditor may be 
retained by a committee, the stockholders, the creditors, the court 
or some other party at interest, as well as by a receiver. 

It is not possible to prescribe a definite procedure for an audit 
or an investigation of or in conjunction with a receivership until 
the scope of the feceiver’s powers and duties and the character of 
the things received are determined, nor until the objectives of the 
examination and the scope of the accountant’s engagement are 
known. 


Statements to receiver.—In many cases a preliminary balance- 
sheet is prepared from the face of the books and audited so far as 
possible within the allotted time, and then only with reference to the 
major items. This statement is understood to be only preliminary 
and is to be followed by a more detailed report. One or both of 
of these reports, preferably the first, should include the supporting 
detailed schedules of assets and classified liabilities. The principal 
purpose served by this detail, including creditors’ names and addresses, 
is that the creditors, attorneys and others interested are able to study 
the situation without constant reference to the books and accounts. 

Since these reports may be examined by persons who are inter- 
ested in the rehabilitation of the estates, the auditor in some cases 
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should comment on special features, such as labor conditions, trans- 
portation facilities, supply and demand, methods of distribution, 
whether favorable or unfavorable to a continuation of the business. 

As a rule an operating statement is not made a part of the report, 
although such a statement is not entirely out of order. The reports 
presented should include a deficiency statement. This statement may 
take the form of a full page report, or, as it more often does, may 
consist merely of a statement, placed on the liability side of the 
balance-sheet, showing the book capital and surplus of the estate, from 
which would be deducted the reduction in asset values due to the 
appraisal of the assets at less than book figures, and showing an 
adjustment of the amount of any assets or liabilities included in the 
balance-sheet but not recorded on the books. 


GENERAL.—In receiverships the auditor should have in mind the 
following suggestions: 

1. He should familiarize himself with the particulars of the 
court’s order of appointment, or any subsequent orders, so that he 
may note any failure to adhere precisely to the powers conferred. 

It is an established principle that a receiver, who is the repre- 
sentative of the court, is supreme in all questions of authority. This 
applies directly to directors, stockholders, officers, partners, rela- 
tives, creditors, etc. They have no voice in the management while 
the receiver is in possession, because any such rights which they 
may have had are suspended from the effective date of the appoint- 
ment until the receiver is discharged. 

The receiver is usually allowed counsel to aid and direct him in 
the performance of his duty, and the opinion of counsel is in some 
cases equivalent to an order of the court. The auditor should, there- 
fore, familiarize himself with the opinions rendered by counsel. 

The auditor may find here fertile fields for investigation, the 
apparent results of which will be greatly beneficial to the estate, but 
unless he heeds the limitations of his engagement he may perform 
a great deal of good work and find it difficult to obtain compensation. 

2. A creditor or receiver is usually more interested in the sound 
values of the assets and the availability of the values than in book 
values. Assets that are pledged or hypothecated, overvalued or in- 
flated; deferred charges to expense; damaged or obsolete items; 
or assets that from any other cause do not appear to have a recover- 
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able asset value which may be readily available must be valued in 
the light of their condition, which should be noted in the report. 

3. The accountant should note and scrutinize closely any trans- 
fers, assignments or sales of properties or rights, particularly the 
transactions appearing to be without the usual order of business, 
including the transactions with stockholders, directors, officers, 
partners, relatives, employees, etc. 

4. The matter of preferences is particularly identified with re- 
ceiverships in.bankruptcy, but it is advisable, even in other instances, 
to note any transaction that would appear not to have been entered 
into in good faith and for a proper consideration, but to have been 
intended to affect the interest of or violate the rights of creditors. 
A preference means an act preferring one thing to another. In 
31 Cyc. 1159 we find this definition: 

As used in reference to debtor and creditor, an advantage in the pay- 
ment of a debt due him, acquired by one creditor over other creditors; an 
advantage given to or obtained by one creditor over others; any advan- 
tage given by previous payment to one creditor, to which advantage 
all other creditors were not a party; some advantage over another; the 
paying or securing to one or more creditors, in whole or in part, to the 
exclusion of the rest; the paying or securing to one or more of his cred- 
itors by an insolvent debtor, the whole or a part of their claims, to the 
exclusion of the rest; the expression of a motive or desire to favor some 
creditors over others. 


Preferences cannot conveniently be discussed in detail in this 
chapter, but the auditor’s attention is directed in a general way to 
any conveyance, assignment, transfer, payment made, judgment 
suffered, lien created or security given, by a debtor, when insolvent, 
or in contemplation of insolvency, with the apparent intention of 
giving an advantage to any creditor over the other creditors, par- 
ticularly within a limited period prior to insolvency, or within four 
months prior to the commission of an act of bankruptcy. The 
auditor should refer to the National Bankruptcy Act and to various 
state laws and decisions for further light upon this subject. 

Insolvency is defined in the National Bankruptcy Act, with which 
all accountants should be familiar. It is defined in general terms 
as the inability to meet one’s debts. 32 C. J. 808, contains the fol- 
lowing comment on insolvency : 


The word (insolvency) may be employed in a restricted and technical 
sense as importing “legal insolvency”; ... or again, as meaning some 
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overt and notorious act of insolvency which the law recognizes as in- 
solvency. 


Insolvency does not mean an absolute inability of the debtor to 
pay his debts at some future time upon a settlement and winding up 
his affairs, but a present inability to pay in the ordinary course 
of business. Transactions “in contemplation of insolvency” are 
analogous to insolvency. 

3. The question of fraudulent representations of prosperity and 
solvency may arise. The auditor should examine all- financial cir- 
culars or statements previously published by or for the estate. 

6. Instances of mismanagement, waste and the like should be 
brought to the attention of the receivers or other interested parties. 

7. The auditor should ascertain whether or not there have been 
violations of the court’s orders by the unauthorized satisfaction of 
creditors’ claims, unauthorized delegations of authority on deliveries 
of moneys or other assets to others, or any other failure to exercise 
in full or to keep receiver’s activities within the powers conferred. 

8. The auditor should consider whether or not the receiver, if 
given the alternative of closing out or continuing a declining or un- 
profitable business, may not be continuing apparently in the hope 
of ultimately effecting an advantageous sale, but in reality be per- 
mitting the realizable value to shrink to such an extent that a con- 
siderable loss ultimately will be sustained. 

g. When the accountant is engaged to audit or to prepare finan- 
cial statements setting forth the assets and liabilities of a concern 
just placed in the hands of a receiver, or about to be placed in the 
hands of a receiver, he should be sure that all credit balances in 
debtors’ ledgers are stated as liabilities, and that the liability for 
accounts payable is not stated less the debit balances in the creditors’ 
ledgers. Outstanding checks should be stated as liabilities and cash 
balances increased accordingly. Bank balances that have been seized 
as set-offs against obligations due the banks should be so stated, un- 
less it is definitely ascertained that the right of set-off does not obtain. 


Although it is often held that there is a natural equity that cross de- 
mands should be offset against each other, and that the balance only 
should be recovered, an equitable right of set-off must be not only a natu- 
ral equity, but such an equity as can be enforced by judicial action. . . . 
But an enforceable equity arises where there is a presumption of mutual 
credit between the parties, there being an existing debt on the one side 
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which constitutes the ground of a credit on the other side, and an express 
or implied understanding that the mutual debts shall be a satisfaction, or 
set-off pro tanto between the parties . . . The mere right of set-off is not 
of itself an equity, and it becomes an equity only in consequence of some 
additional circumstance, such as insolvency, or non residence, of plain- 
tiff . . . The insolvency of the party against whom the set-off is claimed 
is, as a broad general rule, held to be such a special equity as will induce 
a court of equity to take jurisdiction to allow the set-off. If, however, 
the allegation of insolvency is not sustained by proof, equity will refuse 
to aid... and there are ... some very well considered cases which 
hold that mere insolvency alone does not constitute a ground for the in- 
terference of the court. (34 Cyc. 636.) 


10. Effect should be given to executory contracts, whether for 
purchases, sales, services, etc. Claims or accounts rendered by or 
against the concern, whether admitted by the other party or not, 
unless definitely withdrawn before the date of the report, should be 
stated. Any assets of a negotiable or otherwise alienable nature and 
perishable or wasting assets should be clearly noted as such. The 
question of voting privileges should be examined in the case of 
considerable holdings of the stock of a corporation or any other 
evidence of control of an affiliated organization. 

11. In an engagement where the auditor is charged with a review 
of the opening entries of the receiver’s books, he should reconcile the 
receiver’s opening entries with the position of the suspended organiza- 
tion at the date of taking over its affairs. That is, he should ascer- 
tain that all assets on the books of the suspended organization are 
recorded on the books of the receiver. If there is an apparent dis- 
crepancy due to revaluation, care must be exercised to determine that 
it is due only to revaluation. In most cases the assets taken over by 
the receiver will be stated at lower values than those on the books 
of the suspended organization. 

12. The auditor should ascertain the status of unpaid subscrip- 
tions to the capital stock of a corporation. Whether the examina- 
tion is made of a corporation, partnership or a personal estate, an 
accurate record of the contributors of capital should be established, 
and if any further contributions are to be made the obligation should 
be noted. 

13. If the engagement is to audit and to present financial state- 
ments of the receiver’s stewardship, care should be exercised to ex- 
press in the report the present status of former undertakings to the 
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full extent and to give like expression to the status of the affairs 
arising from the receiver’s activities. 

It should be ascertained that the receiver has obtained title to 
as well as possession of the thing or things taken over. In some 
jurisdictions it is only by conveyance that title may pass to a réceiver, 
whereas in other instances it passes with the appointment ipso facto. 

Care must be exercised to see that all assets and assumed lia- 
bilities were taken over and continued properly in the records until 
lawful disposition of them has been made. Advantageous contracts, 
leases or the like, should not have been terminated except for just and 
fair cause. Inquiry should be made if it appears that unprofitable 
contracts, etc., have not been terminated. 
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* Increments in value. 
A BC Co. will be able to pay, on the basis of the above 
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While the court usually gives its receiver great latitude in set- 
tling claims, nevertheless the auditor should note the allowance of 
any claim which in his opinion had no foundation in fact or could 
not have been sustained in law or equity. 

The accountant may well consider whether or not in his opinion 
disposition of any assets has apparently been made to the direct or 
indirect advantage of the receiver, the former officers or owners of 
the organization or special creditors. 

14. An auditor should always be careful to ascertain that liabil- 
ities of the predecessor concern or person are not inseparably mingled 
with those incurred by the receiver, because the former are payable 
only from the estate after certain priorities have been met, and the 
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showing, 81.0 cents on the dollar of all unsecured claims. 
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latter are payable in full prior to any payment to the creditors of the 
estate. In other words, the liabilities and obligations incurred by 
the receiver are a prior lien on the estate, provided they represent 
outlays for necessary managing and operating expenses, proper and 
useful equipment and improvements. 

The liabilities of the receiver must be only those authorized by 
the court. It is not meant that there must be a court order for 
every obligation of the receiver, but obligations incurred in carrying 
on a business must appear only where the receiver is so instructed 
and they must be essential to that procedure. It is especially im- 
portant that a definite line be drawn in the receiving records. All 
the receiving slips of the period immediately following the receiver- 
ship should be divided into two classes: (1) those covering mate- 
rials and supplies received on old outstanding purchase commitments, 
and (2) those covering materials and supplies received upon portions 
of old commitments which have been validated by the receiver or 
upon receiver’s orders. 

It is difficult at times to differentiate between the liabilities of 
a concern and those of the receiver. The difficulty arises particularly 
in the case of purchases in transit at the date of the appointment. In 
general, the law is that the liability is that of the predecessor con- 
cern where the title passed prior to the appointment. In the event 
of insolvency, however, the vendor has the rights of stoppage in 
transitu and the liability becomes that of the receiver if he agrees 
to accept the shipment. If the title was with the vendor at the date 
of the appointment, the receiver may elect to accept the shipment upon 
its arrival and upon doing so assumes the obligation. The accountant 
if necessary should refer all such questions to the receiver, or, if 
permitted, to his counsel for decision. 

15. If the ultimate sale and dissolution of the estate are matters 
within the scope of the auditor’s engagement, he must be certain 
that any distributions to stockholders and dividends paid to creditors 
were made in accordance with the laws and orders of the court. 
Likewise in an engagement of an interim character, if partial dis- 
tributions of dividends have been made, they must be closely scruti- 
nized, and the payments must be examined to determine whether they 
were properly made or not. 

16. When reviewing the affairs of a reorganization committee 
or the like, it must be ascertained that there has been no digression 
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from the terms and conditions of the appointment, and that all acts 
have been performed in good faith. 


STATEMENT OF AFFAIRS.—The preceding statement of affairs and 
the following deficiency account, reproduced from Accounting 
Theory and Practice, Volume II, by R. B. Kester, may be of as- 
sistance to the auditor who is required to prepare statements with ref- 
erence to his examination. 


A B C Company 
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Investigations After Bankruptcy 


Auditors are frequently called upon by creditors or other inter 
ested parties to make investigations of bankrupt or insolvent con- 
cerns and to report upon their condition and the causes of insolvency. 
The detailed work of examinations of this class is, in the main, quite 
similar to that suggested in an examination for a receiver. Certain 
features, however, call for special attention. 

These examinations fall into two general divisions : 


t. To serve as a basis for intelligent action by a creditors’ com- 
mittee in the filing of a petition for a possible extension 
of time, or preparatory to the liquidation of the business 
of the bankrupt. 

2. To furnish information and assistance incidental to a proper 
consideration of an offer of composition or other settlement. 


In the former case, the auditor must guard against inflated assets 
and understated and omitted liabilities, whereas in the latter case 


518 AUDITING—THEORY AND PRACTICE [Ch. 24 


the reverse of these conditions must be prevented. The greatest 
care should be exercised in the verification of the assets and liabil- 
ities, and documentary evidence in support of them should be ob- 
tained wherever possible. It is a good plan to obtain, if possible, 
statements rendered by the bankrupt to credit agencies, say, a year 
or so prior to the date of examination. A comparison of these with 
the books may indicate some assets which do not appear on the 
latter. 

The detailed examination should extend, at least, over the period 
during which preferential transfers or payments may have been 
made. These would consist of transfers of property while insol- 
vent, with intent to hinder, delay or defraud creditors, or with intent 
to prefer one creditor over others of the same class. Transfers of 
property without compensation or at unreasonably low valuations 
should be carefully investigated and scheduled, and special atten- 
tion should be directed to them in the report. 

The accounts should be carefully examined for pre-dated pay- 
ments to creditors, chattel mortgages on merchandise, and payments 
to creditors charged to expense accounts; as preferences are some- 
times effected in this manner. 

If the identity of the merchandise can be established by numbers, 
trade-marks or other symbols, it is advisable to trace the largest 
items in verification of the inventory totals. This may also disclose 
shortages of goods of such amounts as to support the inference that 
goods were shipped out to friends or relatives. Instances of this 
kind are of frequent occurrence. 

If the examination is made with reference to a proposed settle- 
ment, inventory valuations should be carefully verified. Under- 
valuation has been attempted by employing excessively low prices. 
Goods stated to be of no value because of alleged damage should 
be inspected. If necessary, the services of an expert appraiser should 
be engaged for this purpose. Misstatement of inventories is more 
frequently attempted than misstatement of other assets, possibly 
because detection is more difficult. The auditor, therefore, must 
be especially vigilant. 

It is important to vouch cash payments during the period selected 
for review. This is especially true of all large amounts. 

In one bankruptcy case it was found that checks were drawn to 
the order of various employees who posed as creditors. The checks 
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were duly cashed and the proceeds eventually paid over to the part- 
ners of the concern. 

A critical scrutiny of the receipts and payments for unusual 
items may sometimes disclose the existence of a silent partner, 
discovered through interest payments or remittances for profits, etc. 

The accounts receivable should be closely scrutinized, deductions 
made for the doubtful items, and the bad items listed separately. 
All the accounts should, if possible, be confirmed by correspondence. 
Accounts with large balances, said to be uncollectible, should be 
regarded with suspicion and subjected to independent verification. 
Inquiry among other houses in the same business may result in the 
auditor’s finding that some of the alleged doubtful accounts are good. 

Accounts with salesmen covering goods in hand, either as samples 
or for sale, and cash advances for expenses, commissions, etc., should 
receive careful attention. These accounts are frequently stated to 
be worthless in order to make a poor showing and thereby to induce 
the creditors to accept an unfavorable settlement. Commissions 
due to salesmen should be verified by reference to the sales records 
and by an inspection of the salesmen’s contracts, if any exist. The 
auditor should satisfy himself that the commissions stated as due 
have accrued on actual sales and that the respective salesmen are 
entitled to them. 

The auditor should be certain that all accounts payable are in- 
cluded and that the respective amounts recorded as due are actually 
owed. He should also, as far as possible, establish the propriety of 
claims presented and endeavor to provide for all possible claims 
not received at the time when statements are submitted. The state- 
ments usually prepared consist of a statement of affairs, with sup- 
porting schedules, and a deficiency account. If the auditor is still 
in charge, where there is a final winding up of affairs, a statement 
of realization and liquidation is prepared. 

It is essential in this class of examinations for the auditor to 
verify and account for all the assets and liabilities that appear on 
the books, and to establish the possible existence of assets and lia- 
bilities not revealed in the accounts. He must be extremely con- 
servative in estimating the realizable values, always keeping in mind 
that, in all probability, the creditors will rely upon his report and that 
a too optimistic report leads to disappointments which reflect on his 
accounting ability. 


CHAPTER 25 


THE DETAIVED AUDIT 


General Principles 
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General Principles 


The chief point of distinction between balance-sheet and detailed 
audits is that in balance-sheet audits the work centers at a specified 
date, whereas in detailed audits the transactions during a fiscal period 


must be verified. 


It is true that the verification consists largely of 


review and tests, but none the less the tests must cover the entire 


period under review. 


In detailed audits as well as in balance-sheet 


audits, balance-sheet items must be verified. Likewise, in both classes 
of audits, reports dealing with the work accomplished must be ren- 
dered. Before starting detailed audits, the auditor should acquaint 
himself with the points discussed in the preceding chapters, make 
all relevant matters a part of his audit program, and in addition 
give consideration to the following new points which need not be 


dealt with in balance-sheet audits. 
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Completed audit—When an audit is made covering a com- 
plete accounting period for which a final report is to be made at 
the end of the period on the work accomplished, the term “completed 
audit” is often used to distinguish it from an interim or partial 
audit or examination. The term is used only in respect to detailed 
audits as balance-sheet audits are always completed audits, while 
detailed audits frequently are not. The program outlined in this 
and succeeding chapters describes the procedure for a completed 
audit. 


Continuous audit.—The term “continuous audit” applies to the 
supervision by an auditor who attends at intervals during a period, 
and each time makes a progress report instead of a report which 
embodies a balance-sheet and an income account. 

The auditor who is retained to audit the accounts and approve 
or prepare monthly reports may be said to make a completed audit, 
although in some cases part of the audit work is left unfinished 
until the end of the fiscal period. 


Progress letters.—Quite often interim audits are made through- 
out the year but a formal report is not required from the auditors 
at the year’s end. This offers the opportunity to submit at the 
end of each interim period, say quarterly, a progress letter informing 
the accounting officer or treasurer as the case may be, of conditions 
observed and giving criticisms of procedure, etc. Such letters are 
generally appreciated because they point out promptly any condi- 
tion requiring correction and they supply information which the 
executive does not usually get from his routine reports. 

Procedure in clients’ offices is often a fruitful field for con- 
structive criticism which might be included in letters of this sort. 


WHEN TO DO WoRK.—When, in large enterprises, a detailed audit 
is made, the auditor may arrange to perform part of the work dur- 
ing the year, in order to avoid congestion near the end of the period. 
Sometimes the client requests that frequent visits be made, so that 
if errors of principle or clerical errors are being made they can 
be detected and corrected before much damage is done. It is im- 
portant, too, that if fraud is being practiced it should be discovered 
at the earliest possible date. Furthermore, frequent and unexpected 
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visits tend to keep the client’s staff up to date in their work, to 
disclose carelessness as well as actual errors, and to create a good 
moral effect. 

If much detail work is to be verified, it should be completed 
as soon after the closing date as possible, in order that the auditor’s 
report may be submitted without needless delay. 


MANIPULATION OF ACCOUNTS.—When interim audits are made 
and when the auditor, in subsequent audits, relies on the work of 
these previous visits, he should take care that the figures which he 
has reviewed have not been tampered with in order to conceal fraud. 
The author is not, however, prepared to offer suggestions for the 
detection of manipulation of accounts after they have been audited. 
In the preparation of the balance-sheet and income account, if the 
accounts are analyzed, unauthorized alterations, if any are made, will 
probably be revealed. Experience has demonstrated that such a 
contingency is a remote one and that the intuition of the auditor 
guards against it better than do set rules. 

Completed audits are fast supplanting continuous audits, and 
so it is thought to be of more importance here to describe the former 
fully. The auditor who masters all the essentials of a completed 
audit can readily prepare for a continuous audit. 


Familiarity with system in use——When the auditor passes 
from the consideration of general principles to the verification of 
features which are not common to more than one enterprise, he should 
be modest but not timid. After all, commercial business rests on 
the sale of goods or services. Those features which are not common 
to all can usually be superficially studied in a few hours. No matter 
how large or how small a business may be, it pays to examine the 
methods employed to record sales and deliveries. Sometimes it is 
possible to judge a whole enterprise by the care and intelligence, or 
lack of care and intelligence, displayed in the keeping of primary 
records. 

One of the major considerations in a survey of the adequacy and 
condition of accounts is the segregation of items. When all of one 
class of items are entered in one book, or in one column of a book, 
or on separate pieces of paper, the aggregate may readily be ascer- 
tained. When several classes of items are recorded, and the aggre- 
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gates cannot readily be ascertained, opportunities for valuable com- 
pilations are lost. It is surprising and almost disheartening to find 
many so-called systems which mingle items of widely diverse char- 
acter. It is the difference between intelligence and the lack of 
intelligence. Perhaps it is attributable to ignorance, rather than 
stupidity, although those who are in charge of accounting records 
and those who use accounts can hardly be called ignorant. Com- 
pare the ordinary sales book or journal with the cash book kept by 
George Washington. It is possible to consult the accounting records 
he kept. He separated, in the original books, what were known as 
allowable and unallowable expenditures. In other words, he kept 
accounts intelligently. When starting the audit of an enterprise 
with which an auditor is not familiar, he can at least determine 
whether or not there be logical and usable segregation and aggre- 
gation of the units of production or sale. If so, he can quickly 
grasp the important phases to be investigated and verified; if not, he 
will be compelled to analyze and compile and thus not so quickly, but 
just as surely, gain some knowledge of the special features involved. 


Auditing by tests and scrutiny.—In various sections of this 
book the author refers to “tests” or to “tests and scrutiny.” The 
application of these terms must not be misunderstood, particularly 
with reference to detailed audits. In a business of any considerable 
size it is a physical impossibility for the auditor to verify every 
entry in the books within a reasonable time, nor is it necessary in 
most cases, even where carelessness and fraud exist. 


“Test” DEFINED.—The following definitions of the word “test” 
indicate its scope: 


1. To try by subjecting to some experiment, or by examination 
and comparison; to subject to conditions that disclose the 
true character. 

2. An examination made for the purpose of proving or disprov- 
ing some matter in doubt. 


Using the word “test” in this broad sense the auditor, by ex: 
perience, learns to eliminate unnecessary and time-consuming work 
and to substitute necessary and constructive work. 

The auditor should base each audit program upon the particular 
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engagement in hand. What may be an adequate test in one case 
will not be adequate in another. In some cases his tests are confined 
largely to the system and methods in use. When the auditor is 
satisfied with the internal audit which is made, he does not duplicate 
the work which he believes has been done accurately and honestly. 

In many cases internal control is not adequate because of poor 
systems or poor management of good systems. The auditor should 
never take it for granted that the internal check is satisfactory. 
Surface conditions often are deceptive. The auditor should not 
take the word of any interested person as a substitute for an actual 
test of the work which is being done. 

So much for balance-sheet audits. In the case of detailed audits 
now to be discussed the tests will be of a different character since 
in most instances there will be no internal check. Nevertheless the 
auditor should not verify in detail what he can prove by tests. 


“ScrRUTINY.”—It is suggested that in some cases tests of certain 
periods or certain quantities justify the auditor in concluding that 
the transactions during other periods and in other quantities are 
correct, if no errors are disclosed by such tests. This, however, does 
not always relieve the auditor from the duty of scrutinizing the 
transactions of the uncovered period and of verifying quantities. The 
word “scrutiny,” as used here, is supplementary to the word “‘test.” 

The time consumed in verifying in detail all items applicable to 
a limited period may be considerable; however, an experienced 
auditor, in a relatively short time, can scan the unverified items for 
unusual items or suspicious entries. It is confidently predicted that 
an audit program based on these principles will disclose any prac- 
tice subject to criticism. 


Usr OF AVAILABLE DATA RELATIVE TO VARIOUS INDUSTRIES.— 
There is available, in almost every industry, a vast quantity of 
data as to the industry as a whole and much information as to 
single enterprises. To an auditor, parts of this information are in- 
valuable. In reporting upon the business of one client he must avoid 
comparisons which arise from confidential information; but he can 
use, to the full extent, any trade statistics which are published. Fur- 
thermore, the possession of comparative data enables an auditor to 
check, as reasonable or otherwise, the percentages and ratios and 
other conclusions reported by him. 


Ch. 25] THE DETAILED AUDIT 525 


The most available and fruitful sources of information are trade 
associations. The auditor should inform himself as to the existence 
of such associations. In taking up a particular audit or investiga- 
‘tion he should obtain all recent and available literature or statistics 
bearing on that industry. 

Many trade associations distribute to their members information 
about operating costs. Would it not be humiliating to an auditor 
to discover, after the rendering of a report dealing with specific 
phases of the business, that there were available and in the client’s 
possession more valuable suggestions regarding the same matters than 
those contained in his report? When the forms are public docu- 
ments, readily available to all who desire them, such as those pre- 
scribed for public utilities, the auditor should have them on file 
and consult them freely. Naturally the auditor should inform him- 
self as to the meaning of various technical terms and expressions. 


The Audit of Earnings and Expenses 


General principles—Two underlying principles govern pro- 
cedure in the detailed audit of earnings and expenses: 


1. The auditor must ascertain whether the earnings shown by 
the books are properly accounted for, and whether any of 
the earnings are omitted. 

2. He must ascertain whether the expenses and losses are 
properly stated and supported. 


THE CLERICAL STAFF.—At the commencement of a detailed audit 
the auditor should investigate thoroughly the relations of the clerical 
staff to the work and of the members to each other. Auditors are 
fond of stating that a cashier should never have access to the ledgers, 
and that a ledger clerk should never have access to the cash. Theo- 
retically this is an ideal condition and actually exists in most large 
concerns; not, however, because the proprietors realize that it is a 
proper safeguard, but because there is enough work of each class 
to warrant using the whole time of one clerk for it. But in a small 
business where the cashier’s duties are not extensive enough to keep 
him busy all the time, he is required to assist with other duties, and 
naturally he is expected to undertake the work for which he is best 
posting to the ledgers. So long as there are proprietors 


qualified 
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who consider that a bookkeeper’s duties comprise those of a cashier 
as well as those of a ledger clerk, it will be necessary to exercise 
special vigilance in the audit of their accounts ; for fraud is so easily 
concealed that many clerks yield to temptation, knowing that their 
defalcation will not be disclosed unless a professional auditor is 
employed. 

In many instances where professional auditors have been ex- 
pected, the clerks have used most ingenious means to conceal fraud. 
Consequently, an auditor should have a knowledge of as many of 
these subterfuges as possible in order to detect irregularities of any 
nature. 


Prior periods.—In a detailed audit covering, say, a year, the 
question frequently arises: What is the auditor’s responsibility for 
the period prior to the commencement date? He should, of course, 
have it definitely understood that the commencing date be definitely 
fixed and be supported by a balance-sheet which is assumed to be 
correct. 

As a matter of fact, there is little danger in this procedure. A 
proper audit for a given year sheds much light on the operations of 
the period immediately preceding. If nothing in the current work 
gives rise to suspicion, the accounts of the preceding period may be 
left undisturbed. Of course, if any special reason exists, or if a client 
insists on going back for two or more years, the auditor must 
comply; but he should then make the suggestion that the last year 
should be audited and reported upon first, so that there will be a 


chance for reflection before incurring the expense incident to a long 
engagement. 


The accrual method.—To be correct, the income account for a 
given period must contain all the earnings or revenue and all the 
expenses or costs applicable to that period. All transactions during 
the current period which apply to a previous period should have 
been included in that period, and all transactions which belong to 
the succeeding period or periods must be deferred. In the former 
case, if proper allowances were set up for the items, no adjustment 
is necessary in the current period. If the accounts of the prior 
period were closed without making provision therefor, obviously 
the items must be entered in some place. If the amounts are very 
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small and do not substantially affect the result of the current period, 
it is permissible, and if the amounts are quite small, almost neces- 
sary, to enter the items as current transactions. If the amounts are 
substantial it is misleading to enter the items as current transactions; 
they should be credited to or charged against profit and loss or 
surplus, but in all cases the aggregate of such adjustments should 
be included as a special item in the income account for the current 
period. Otherwise the items will not appear in any income account. 

It is hardly possible that an accurate balance-sheet or income 
account of any business can be prepared unless the accrual basis 
is adopted. Concerns which close their books immediately after 
the end of a fiscal period almost always fail to include some items 
which belong in such period. In practically all cases the omitted 
items are expenses, rather than earnings, so that the errors due to 
omission usually unduly increase the net income. It is therefore 
important for an auditor to advise that books be left open long 
enough to ascertain the amount of liabilities which have been incurred 
but not discharged at the closing date. 


Tests by ledger analysis.——Some auditors test the ledger post- 
ings by making up their own controlling accounts, or, reversing the 
process, by analyzing each ledger account, they extract the totals 
of each source of original entry. There are very exceptional cases 
where this plan may be followed, principally where the ledger is 
not in balance. It is an old-fashioned scheme, however, and has no 
place in modern methods of auditing. The auditor who knows how 
to prove such work by tests and scrutiny works at a great advantage 
and thus gains valuable time which can be devoted to more important 
work—more important because the largest number of frauds are 
found elsewhere than in footings and postings. Therefore, in that 
vast number of audits where there has been no fraud, but where 
the auditor wishes to justify his employment, al] the constructive or 
labor-saving suggestions will arise from the other portions of the 
work. 


VERIFICATION OF FOOTINGS AND POSTINGS.—The least important 
part of the audit is the verification of footings and postings. It is 
a very small business indeed where there can be any justification for 
verifying every posting and every footing. An analysis of various 
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defalcations which have occurred in recent years demonstrates that 
the percentage of frauds which have been concealed by false post- 
ings and incorrect footings is small. This small percentage may be 
covered just as well in what may be called a “test” audit as in a so- 
called detailed audit. If books are out of balance, it is desirable 
to check as many postings and footings as possible. This not only 
gives the auditor a chance to see at first hand the sort of errors 
which the bookkeepers have been making and thus furnishes data for 
his report but it also helps along the current work. Then, too, if all 
the differences are found, he earns the goodwill of the bookkeeper, 
which is an important matter. Undertaking this kind of work is 
imprudent, however, unless it has been definitely arranged with the 
client and unless he understands that part of the work being done is 
that of an accountant and part that of an auditor. 

In some instances the auditor need not verify the footings of 
the cents columns. The verification of the footings of all columns 
serves primarily to determine the general accuracy of the book- 
keeper’s work. 


How MUCH TIME SHOULD BE DEVOTED TO EACH CLASS OF WORK? 
—Many audits have required four weeks, three of which were con- 
sumed in the verification of footings and postings, and one week 
for the rest of the audit. There can be no hard-and-fast rule as to 
the time each class of work should take, and it is not worth while 
to attempt to approximate one. Unless there is justification for 
doing otherwise, it is far better to spend not over one week on 
postings and footings, and three weeks on work which afterwards 
means something to the client. 

The questions arise: Is it not possible that, in thus cutting down 
the work by two-thirds, too much is taken for granted? Is an 
auditor excused who neglects stch a material part of the work as 
that of verifying the footings and postings? The second question 
is answered by the statement that no auditor can be excused who 
neglects any part of the work. We must, however, be sure in each 
case that we take nothing for granted until we have made such in- 
telligent and exhaustive tests as assure us that the accounts as a 
whole are, in our judgment, correct. Note the expression, “in our 
judgment”; for, the moment you deprive the auditor of the free 
exercise of his judgment, you reduce him to the position of an 
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automaton, and the title of professional auditor then becomes a mis- 
nomer. What constitutes an intelligent and exhaustive test of post- 
ings and footings? In seeking an answer, first direct attention to 
the four general groups into which they can be divided. These are: 
(1) the records of the purchase of goods or materials as reflected 
in purchase or invoice books, voucher registers, etc.; (2) the records 
of sales as found in sales books or binders or in any other of the 
various good and bad forms used; (3) the receipt of cash; (4) the 
payment of cash. 

The majority of postings and footings occur in connection with 
the records mentioned, so that if we can agree on what constitutes 
a fair test of these groups or divisions, we can safely leave the 
remaining records to be dealt with on their merits. 

The following suggestions are grounded upon the fundamental 
principle that no audit is complete unless the trial balances of all 
the ledgers have been proved. There may be exceptions to this prin- 
ciple as, for instance, in case of a department store which has one 
hundred individual ledgers. Here an exhaustive test would be 
sufficient. 


Purchase records.—If fraud exists in connection with purchases, 
it usually is found in the form of overcharges or fictitious vendors. 
Very seldom, if ever, is there any concealment of fraud through 
manipulations of footings or postings. The auditor does not seek 
to locate clerical errors in trial balances, but is concerned with the 
possibility of the trial balance, which is ostensibly in agreement with 
the books, being forced. Since this occurs not only in cases where 
fraud exists, but also where there is a lazy or incompetent book- 
keeper, the auditor should always be on the lookout for evidence of 
forced balances. As a rule, however, when a trial balance is forced 
there is no alteration in the current postings and footings. The 
usual and popular expedient is to transfer in the ledger the last post- 
ing during the period to one of the large nominal accounts, such as 
sales or expenses. 

These remarks on the trial balance concern the purchase records 
because, no matter what other detail work may be omitted, the veri- 
fication of the postings of the monthly or periodical aggregates to 
the debit side of the purchase accounts must not be omitted. Usually 
the checking of the credit postings can be omitted. 
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If the concern is a fairly large one and if the audit covers a 
period of one year, prove the footings of about every tenth or twelfth 
page in addition to the last page of each month. In a smaller con- 
cern, prove, say, every fifth or sixth page, including always the 
last page for each month. It is difficult to imagine, and wide 
experience has not developed, a case where such a percentage would 
not have been as effective in any given audit as the verification 
of the footing of every page. That is, if such test do not disclose 
any discrepancies, the verification of every page probably would 
not, so that, possibly, the work might be cut down eleven-twelfths 
with equally good results (except as to cost to the client). The 
last page in every case is mentioned particularly, because instances 
are known where such figures have been altered. 


Sales records.—The monthly or other aggregates of the sales 
postings should be checked. 

There is more fraud with accounts receivable than any other 
department of a business, but the fraud does not consist in a failure 
to post to the ledgers the sales which are recorded in the sales books. 
The fraud here consists in entirely omitting the sales from the sales 
records or in the failure to enter cash collections. 

It is, however, important to know that all the sales appearing 
in the sales record have been posted. This can be, and should be, 
covered by use of a controlling account, since the items are of such 
a nature that they are grouped in the original records, and if the 
posting of a thousand entries can be proved by one operation, time 
is saved. This method is based on the assumption that there is a 
verified trial balance of the customers ledgers to support the con- 
trolling account. The question of accounts which have been col- 
lected, but are not recorded, will be considered later. 

The verification of the footings of sales records is somewhat 
more important than purchase records. In a large concern, the 
footings of, say, every eighth page, and in a small concern, say, every 
third or fourth page should be verified and the last and sometimes 
the next to the last page of each month should always be verified. 


CONTROLLING ACcoUNT.—AIl postings to and footings of the con- 
trolling accounts should be verified. If there is a controlling account 
with customers in the general ledger, it is not necessary to verify 
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in detail the postings of the customers’ ledgers. If there is no con- 
trolling account, the auditor should construct one, so in neither 
case is it worth while to prove the debit postings. 

The controlling account is a compilation of the aggregates of 
the postings to the individual customers’ accounts. They may be 
classified as follows: 


Debits Credits 
Total of opening balances, as per last | Cash 
trial balance 


Discounts 
Sales Returns and allowances 
Protested or returned checks, notes, etc. 
Interest, etc. Notes 


Accounts charged off, etc. 
Total of closing balances 
In some sets of books it may take as much work to construct 
the controlling account as to verify every posting; but even so, the 
time spent in the preparation of the account is not lost, because the 
information thus secured is useful in stating the results of the 
business. 


FooTINGS AND POSTINGS OF OTHER REVENUE RECORDS.—In many 
kinds of business’the books of account bear distinctive titles. For 
instance, in a magazine publishing business a sales book, so called, 
may not be found, but a subscription record and an advertising 
register are usually kept. 

With these books, as to footings and postings, about the same 
procedure should be followed as with a regulation sales book—as a 
matter of fact, that is exactly what these two records represent— 
sales of advertising space and sales of copies of the publication for 
a stated period (subscriptions). It is far more satisfactory to have 
an informative title like this for a book than to attempt to cut down 
the number of account books in use and perhaps journalize every 
transaction. In addition to the saving of labor to a bookkeeper 
through the use of books for special purposes, the more important 
function is performed of keeping the records clear for one who does 
not understand bookkeeping. Most business men are at sea when 
they try to understand an ordinary journal, but if a book is labeled 
“subscription record,” or “advertising register,” anyone with ordinary 
intelligence knows exactly what to look for within its pages. 
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Checks received must be deposited.—Where the capital stock 
of corporations is all, or nearly all, owned by its officers or directors, 
they frequently handle the funds of the corporation as if no corporate 
responsibility existed. Usually they act honestly and no harm is done; 
but an auditor cannot afford to pass over illegal acts which come to 
his knowledge, even though, so far as can be foreseen, no one will 
be injured thereby. 

If an officer uses checks drawn to the order of the corporation 
for private purposes, the practice cannot be condemned too severely, 
and yet it is not uncommon, All checks received should be deposited. 
The officer can withdraw such sum as the corporation owes him. 

In a New York case, decided by the Court of Appeals in 1908 
in which the president of a corporation, all the stock of which was 
owned by himself and the secretary-treasurer, used a check drawn to 
the order of the corporation and indorsed by it to pay his personal 
debt; the creditors of the corporation, upon its being declared in- 
solvent, compelled the trust company that cashed the check to refund 
the money. 

In a case which the author’s firm investigated, an employee had 
charge of a small fund created for the purpose of having cash on 
hand for change and for cashing small checks in an emergency. He 
also received certain cash receipts which should have been deposited 
each day so that only the original fund would be retained. No check 
was kept on his activities so that a much larger sum than had been 
contemplated was in his control. An officer of the institution being 
in financial difficulties persuaded the employee first mentioned to 
cash his personal checks out of this fund and to hold the checks 
so cashed undeposited. This continued for a period of ten months, 
when upon an investigation being made of the officer’s activities, it 
was found that he had received from the employee in this way 
almost three times the amount which should have been in the fund 
at any one time. This irregularity could not have occurred if the 
employee had been required to deposit his receipts, including the 
officer’s checks, daily. 

The same officer was designated with his superior to sign the 
corporation’s checks. Both names had to appear on the checks to 
make them valid. The superior, upon being called away on business, 
signed a number of checks in blank and left them with his sub- 


*Ward v. City Trust Company of New York, 192 N. Y. 61. 
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ordinate for use in case of emergency. The officer affixed his sig- 
nature, made the checks payable to the corporation, and indorsed them 
as an officer, securing the cash from the bank. If all checks to the 
order of the corporation had been deposited to the corporation’s 
account, this defalcation could not have occurred. In the author’s 
opinion the bank paying these checks was guilty of gross negligence, 
because inquiry was not made regarding the inconsistency of requir- 
ing two signatures to be attached to the face of the checks which 
indicated that funds were not to be withdrawn under one signature, 
whereas the indorsement by one officer on checks drawn to the 
corporation’s order was precisely the same thing, and the assumed 
safeguard of two signatures was lost. Two signatures often fail 
as safeguards, but banks cannot ignore the provision. If the checks 
had been drawn to the personal order of the officer ostensibly for 
pay-rolls or similar purposes, the bank probably would not have 
been liable. 


Periodical verification of bank balances.—The auditor should 
ascertain by personal investigation whether the bank balances have 
been verified at frequent intervals throughout the period covered by 
the audit. It frequently happens that clerks are careless about recon- 
ciling the bank balances with those shown by the books. In some 
cases the pass-books are not left for settlement during intervals of 
many months; in other cases the pass-books are balanced by the 
banks and delivered to the depositors, but are not verified by the 
latter. 

The necessity of verifying bank statements immediately after their 
receipt from the bank is illustrated by a case, the facts of which were 
as follows: An officer of a corporation, whose duty it was to deposit 
certain cash receipts, made it a practice to pocket the cash and sub- 
stitute his own personal check. In this way over a period of three 
months he deposited checks subsequently returned as worthless, 
amounting to almost $1,000. If the bank statement for the first of 
these three months had been verified immediately, the irregularity 
would have been disclosed, and it would have been almost impos- 
sible for it to have been repeated as it was. 

The same officer was given a fund of $5,000 to be deposited in his 
name as a fiscal officer, for the purpose of cashing the salary checks 
of employees. On the days payments were to be made, he was sup- 
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posed to withdraw from the account a sum sufficient to cash all 
checks ; later in the day he would deposit the checks so cashed, thus 
restoring the account to its original condition. He embezzled the 
entire fund, leaving with the bank only a few dollars which had 
been credited as interest. For several months he was able to avoid 
detection and at the same time accommodate the employees by the 
following methods: On the days payments were to be made, he would 
present to the bank a check for the amount he needed, at the same 
time requesting the teller to hold the check until late in the day. 
With the money so secured he would cash the employees’ checks 
and later in the day deposit the checks so cashed. The teller would 
then charge the account with the withdrawal which had been made in 
the morning. Of course, the suspicions of the bank teller should 
have been aroused and, had he not been negligent in agreeing to hold 
the officer’s check, the irregularity would have been discovered. But 
if the bank statement had been examined by anyone other than the 
officer guilty of the defalcation, it would have at once been apparent 
that the account contained only a few dollars when it should have 
contained the entire fund at the close of every banking day. 


CasH IN BANK.—The balance shown by the cash book as being 
in each bank with which the client has an account should be recon- 
ciled with the balance appearing on the bank statement (or in pass- 
book, if settlement is shown therein) at the date of the balance- 
sheet. On page 535 is an illustration of such a reconcilement, 
which must take into account outstanding checks (listed while, or 
immediately after, comparing the checks returned by the bank with 
the credit side of the cash book), deposits in transit and similar items 
of difference. 


VERIFICATION OF DIFFERENCES.— When reconciling bank balances, 
the auditor should not overlook the necessity of verifying the differ- 
ences making up the reconciliation. It is not sufficient to make up a 
reconciliation beginning with one balance, and listing the differences 
required to arrive at the other balance. The differences should be 
investigated in order to decide whether the items are bona-fide open 
items, and, where possible, the open items should be verified by an 
examination of later entries and confirmed by correspondence or 
otherwise. It is particularly to be borne in mind that a subsequent 
entry which apparently offsets an item entering into the reconcile- 
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ment is not of itself necessarily a conclusive proof of the correctness 
of the item; it might merely switch the item into some other account. 
Each such offsetting or adjusting entry, if for any material amount, 
must be carefully examined to make certain that it is a proper one. 


RECONCILIATION OF BANK BALANCE 


J ; December 31, 19—. 
First National Bank 


palancenpetm Dat kwstatermen tiny. cya hc yaseroievty stores scousitesousies cccean sre ks Gr ce $27,382.40 
Add: Deposit of December 31 not yet credited by bank...... 2,000.00 
$29,382.40 
Deduct: Outstanding checks: . 
SA MMT ee ORT es Ce cee meee tees $ 380.00 
UCTS G.c.d Gris Oo cio iH CG RIDES ROLY CPOE rE ee ee a 25.00 
PINE She Ge Mery ote OOO COROT oOo ToD are OOROr: 693.40 
ARO? « cngeste Sos BRIER ROS Oe Oe ee 1,310.25 
BGAN SO eR Oe ee Tear ae eee 300.00 
Becta eer ae le crit oe lsat eh eens Pek ee 240.00 
Ge Sarckeyors RA Sor nchacoxoctteve a Ciera arch ctl ake 180.00 
Gy “Cote oho BS DS RES OE RI re ee 50.00 
ZAR, thaticdetdb ye GiiGig te CORIO ROCA ae Ree ee 1,382.00 4,560.65 
$24,821.75 
Ba lancempeteCaslieDOOlcuntrs saree thlstae cminuieieicis neti aeanes ae $24,761.15 
Add: Interest credited by bank but not yet entered 
AMECASHDOOlEE: emeE CAs dette tceiniers A nae nities etek cies 78.40 
$24,839.55 
Deduct: Collection charges on bank statement but not 
EMtCLeECainl Cash MOOLmMNyen cele tech: citer riers Mt Aaa ae 17.80 24,821.75 


STUBS PURPORTING TO REPRESENT CANCELED CHECKS MAY BE 
CLUES TO FRAUD.—In a stock-broker’s office the cashier drew checks 
to the order of bearer, had them signed by a partner, diverted the 
proceeds to his own use, and destroyed the checks when returned by 
the banks. The stubs of these checks were marked “canceled.” To 
make the reconciliation of the bank pass-book with the check book 
appear to be in order, he understated the footings of outstanding 
checks by amounts equal to the shortage. Here the auditor would 
have discovered the fraud by personally balancing the bank account 
and securing direct confirmation of the bank balance. He also would 
have been put on notice by the absence of the checks marked 
“canceled.” 
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AccCoUNTING FOR CHECKS.—Every check forming part of a series, 
or bearing any distinguishing mark connecting it with the concern 
under audit, should be accounted for. If spoiled, the half contain- 
ing the serial number or other identifying mark should be preserved 
and pasted on the stub. Checks should never be removed from the 
back of a book, but if they are, for some special reason, they should 
be accounted for. 

Frequently these precautions are not enforced, due to ignorance 
or carelessness. In such cases the auditor should report thereon and 
suggest an immediate change relative thereto. If in subsequent audits 
no improvement is found, more severe criticism will be in order. 

It is not easy to secure blank checks bearing the name of a 
concern. For this reason hundreds of cases of fraud occur through 
the improper use of checks taken from the backs of books or from 
the front in their regular order. The stub, in these cases, indicates 
that the check was spoiled and destroyed. 

Sometimes checks are marked “void” on the stubs and the two 
halves of one check are pasted on two stubs (one of the portions, 
of course, being without a number), thus providing a check which 
is used by the cashier to obtain money fraudulently. 

These manipulations are not likely to occur more than once in 
an auditor’s experience, but all of the possibilities mentioned are 
based on actual experience, so that an auditor cannot afford to 
neglect all reasonable precautions to ascertain if such fraud exists. 


CHECKS NOT RETURNED.—The outstanding checks listed to recon- 
cile the bank balance should be compared with the actual checks 
returned from the bank at a later date. Those which are not then 
returned should be specially investigated. The auditors should see 
that no checks for cash purposes are drawn at the close of the period 
and entered in the next period. 

In one case a small furniture house had outstanding at the end 
of the year two checks, each over $5,000, which the auditor thought 
should have been cleared. Investigation disclosed that, in each case, 
there was a contingent liability of about three times the amount of 
the check. A dispute had arisen between the client and a furniture 
manufacturer. The client had sent the manufacturer all that it 
would admit to be a legal liability. The manufacturer felt otherwise 
and within a short time after the audit had been completed, the 
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manufacturer, unable to reach an agreement with the client, started 
suit. Considering the size of the furniture house, such a contingent 
liability would be of interest to anyone having financial dealings 
with the company. 

A contractor admitted some liability on defective Sa but there 
was a great difference between his estimate of his liability and his 
customer’s estimate. He sent checks to each of several customers, 
which were not accepted. No entries were made on the contractor’s 
books, however, to indicate the non-acceptance, and accordingly the 
checks appeared outstanding at the time the audit was made. The 
amounts involved were sufficiently large to warrant the consider- 
ation of the auditor. 


EXAMINATION OF STATEMENTS.—Unless there is some special 
reason for so doing, the auditor need not verify the detailed state- 
ments wherein are listed in detail the checks paid by the bank. 
Particularly is this so when the auditor is able to secure the last 
statement direct from the bank, or before anyone else has had access 
to it. If fraud exists and the signatures to checks have been forged, 
or if checks have been properly signed but for dishonest purposes, 
the inspection of the list of checks paid by the bank will disclose that 
certain items were not entered on the regular stubs, and further 
investigation will lead to the discovery of the fraudulent practice. 

It is evident, however, that if the auditor has direct confirmation 
of the closing balance and makes the verification of deposits and 
checks referred to elsewhere herein, he will discover the fraud, unless 
of course the fraud occurred in a period for which the checks were 
returned prior to time of audit. 

Special care is necessary to see that no checks for cash purposes 
are drawn at the close of the period and the cash so secured in- 
cluded in the cash balance but the check entered in the next period. 

The details of duplicate deposit slips or other records of the 
deposits during the last few days preceding the close of the period 
should be compared with the entries in the cash book, and verifica- 
tion by the bank should be requested if the slips presented to the 
auditor are thought not to be genuine. 


CONFIRMATION OF BANK BALANCES.—In verifying bank balances 
the auditor must make it as easy for the banks as possible. He 
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may send duplicates of his requests for the banks’ files. Opinions 
differ regarding the advisability of mentioning the balances to be 
confirmed. Bank statements are made in a hurry and occasionally 
contain mistakes. 

The forms on page 274 are often used. 


PROMPT EXAMINATION OF ACcOUNT.—The bank statements may 
be filed away without examination unless someone in authority insists 
on prompt attention. Instances have been known where, junior 
clerks having forged signatures to checks, the fraud was not dis- 
covered for a long time, owing to carelessness in inspecting the 
bank settlements. 

The law is that the writing up of a bank pass-book, with a return 
of paid checks, or a statement of account, does not preclude an 
ascertainment of the true state of the account if checks which are 
subsequently discovered to be forged are included in the balance. 
But if the depositor is required by the usages of business or otherwise 
to examine the account within a reasonable time and to give timely 
notice of any objections he may have, an omission to perform this 
duty, leaving the bank to rely upon the presumption that the account 
is acquiesced in, whereby it is misled to its prejudice, makes the ac- 
count conclusive. The law is not unreasonable? in holding that, 
where bank statements lie around untouched for long periods, those 
in control of the business should know that a risk is being run for 
which there is no valid excuse. 


DEPOSITOR MUST EXERCISE REASONABLE CARE.—The laws in most 
states hold that no bank shall be liable to a depositor for the pay- 
ment by it of a forged or raised check, unless within one year after 
the return to the depositor of the voucher of such payment, the 
depositor shall notify the bank that the check so paid was forged or 
raised. 


*In Morgan v. United States Mortgage and Trust Co., 208 N. Y. 218; 101 
N.E. 871, the court said: 

“The paid checks which are returned are the vouchers of the bank for its 
account as written on the pass-book, and if they are to be made the medium 
of comparison of accounts the depositor at least ought to endeavor to know 
that they tally with the pass-book. Otherwise he has made no reliable com- 
parison or verification. Therefore, it seems to me, that when the appellants 
relied for verification merely on a comparison of vouchers without any effort 
to verify these by comparison with the check list or pass-book they did not 
exercise reasonable methods.” 
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The United States Supreme Court in Leather Manufacturers’ 
National Bank v. Morgan (117 U. S. 96) held that where a custo- 
mer has been guilty of negligence in examining the account and 
vouchers returned to him by his bank, he will not be permitted to 
dispute the account because some of the checks are forgeries. 

In Stumpp v. Bank of New York (212 App. Division [N. Y.] 
608) the court held: 


Under the authorities, I believe that the depositor, upon the return 
of his vouchers from the bank, accompanied by a statement of the trans- 
actions in his account for the preceding month, is bound to do three 
things: (1) Compare the vouchers returned by the bank with the check 
stubs in his stub book. (2) Compare the balance entered in the state- 
ment (or passbook) with the balance in his stub book. (3) Compare the 
returned vouchers with the list of checks entered in the statement (or 
check list). If such examination is made with ordinary care and no error 
is detected, then the depositor is not negligent; if he fails to make any 
or all of these comparisons, and such comparison would have disclosed 
the forgery, then he is negligent and cannot recover from the bank. 


The comparison of paid checks with a check register or other 
original record is equivalent to comparison with check stubs. 


NEGLIGENCE OF BANK.—lIn still another case it was said: 


It may require’care and skill upon the part of the bank’s officials to 
detect a forgery, and if it is shown that, in the exercise of care and skill, 
the forgery could have been discovered by the bank, but that the bank 
was negligent in failing to exercise such care and skill, then neglect upon 
the part of the depositor to examine the statement and cheques does not 
preclude the depositor’s recovery.” 


The various court decisions cited indicate the importance of 
prompt reconciliation of depositors’ accounts with the bank state- 
ments or balanced pass-books and examination of the paid checks 
returned by the bank. Any laxity in this respect by a client’s staff 
should be brought to the client’s attention by the auditor. 


DELAYED CREDIT OF DEPOSITS BY BANK.—When verifying the 
bank accounts as at the date of the balance-sheet, it is recognized 
that deposits entered in the client’s books on the last day of the pe- 
riod as having been made on that day, may legitimately be entered 
by the banks on the following day. The actual credits by the bank 
have sometimes been made long afterward, which of course proved 


* Farrell et al. v. First Natl. Bank of Philadelphia, 263 Fed. 778. 
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that they were not made as indicated. When there is an item entered 
in one period to be completed in another, the auditor should follow 
it up carefully and specifically, not generally. 

The most satisfactory way of verifying deposits not credited 
during the period is by requesting the bank to confirm deposits when 
it confirms the balance to the credit of the depositor. 


Post-DATED CHECKS.—The auditor may find that post-dated 
checks from customers are being held, the practice being to postpone 
entering them until the due date. There is little difference between 
such checks and notes, and it would be better practice to enter the 
checks in the notes-receivable register. 


NEGLIGENCE OF DEPOSITOR.—In a decision it was held that the 
depositor could not recover from the bank for loss through forged 
signatures or by a change in the amount of a check, because the court 
considered that the depositor had been negligent and had made the 
operations of the thief fairly safe and easy. It was brought out in 
this case that correct entries had been made in the original cash rec- 
ords but that the secondary cash records were falsified. The testi- 
mony of the accountant who made periodical examinations of the 
books, to the effect that it is not necessary to go to the book of 
original entry in order to check the accuracy of the second entry, 
was characterized by the court as little less than absurd. The court 
also held that the plaintiff could not absolve himself of his duty by 
delegating the duty to some other person to perform and that what- 
ever was done by the accountant was the act (for the purpose of the 
case) of the plaintiff. 4 


When it is realized that the United States Supreme Court has 
held that: ® 


*In First National Bank of Richmond v. Richmond Electric Co., 56 S.E. 
152 (Va.), the court said: 

“In the commission of a forgery the employee is not the agent of his 
principal, and his knowledge cannot be imputed to the principal. But after 
the forged checks have been paid and returned to the depositor as vouchers 

. if the depositor assigns the duty of examining such vouchers and account 
to this same clerk, who has had an opportunity of committing a fraud and 
has done so, then such employee in the discharge of this duty is the agent of 
the depositor, and such depositor is chargeable with his agent’s knowledge of 
the fraud.” 

See also Stumpp v. Bank of New York, 212 App. Div. (N. Y.) 608, men- 
tioned on page 539 of this volume. 

°“Espy v. Cincinnati Bank, 18 Wall. 614. 
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The drawee (bank) can be held bound only to know the signature of 
the depositor, and not of the handwriting of the body of the check, and 
money paid in good faith and without negligence on an altered check 
may be recovered by the bank, 


it is evident that the importance of the reconciliation of the bank 
balances as soon as the statements are received cannot be over- 
emphasized. 


EXAMINATION OF INDORSEMENTS.—Some auditors do not con- 

sider it necessary to scrutinize indorsements on paid checks when 
reconciling the bank balances, on the theory that the auditor is not 

familiar with the signatures of those persons who indorse the checks 
in writing. This scrutiny requires little more time than a proper ex- 
amination of the checks would take. In addition, it serves to keep 
the auditor on the alert relative to the possibility of irregularities 
through the names of payees. 

The auditor should endeavor to ascertain that the paid clerks bear, 
the bank cancellation, in order to be sure that all items appearing in 
the cash book purporting to represent disbursements are bona-fide. 
Sometimes checks, made out to creditors but not sent out, have been 
substituted for checks paid by the bank drawn to the order of cash 
or to the cashier. , 

The author does not recommend that meticulous examination be 
made of each check as the time consumed would not be justified. 
The experienced auditor instinctively can tell whether or not a check 
has passed through the bank. In many cases banks pay checks 
which have not been indorsed by the payees. Usually no loss ensues, 
but the absence of such indorsements may be embarrassing when it 
is necessary to prove that the payees received the proceeds of the 
checks. 

In one case an employee, the head of the insurance department 
of an investment company, ‘the plaintiff, forged indorsements on 
checks which he had had drawn by the company. These forgeries 
continued over a period of nineteen months, during which time the 
bank sent the depositor, regularly every half month, a statement of 
the account, with the paid checks. Immediately upon discovering the 
forgeries, the depositor notified the bank in writing of that fact and 
that the bank would be held responsible. In an action by the invest- 
ment company to recover the aggregate of the checks paid on the 
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forged indorsements, the bank, among other defenses, asserted that 
the plaintiff was negligent because it did not examine more carefully 
the paid checks as they were returned, and discover the forgeries 
sooner. The court held that the depositor is not bound to examine 
the indorsements on returned checks. He is bound, within a reason- 
able time, to ascertain the genuineness of the checks themselves. 
Thus the California court made a distinction between the duty to ex- 
amine indorsements, ordinarily made on the reverse side of a check, 
and the duty to examine the elements—the signature of the drawer, 
the name of the payee, the amount and the date, making up the body 
of the checks, to determine forgeries therein. ® 


Cash receipts.—In well-regulated concerns all cash receipts are 
deposited in bank, and all payments, therefore, must be made from 
the bank account. This almost disposes of the question of verifying 
the footings of the cash book. If the bank account is proved and if 
the cash receipts and payments are traced into and out of the bank, it 
is logical to prove the footings of the cash book automatically at the 
same time. If this does not seem to be complete verification, in a 
large business, the proving of every third or fourth page will be a 
reasonable check. See also page 545 under ‘Cash payments.” 


DETAILS OF DEPOSITS ON CLOSING DATE MUST AGREE WITH CASH 
BooK.—Defaulters frequently keep on file what purport to be copies 
of deposit tickets. If the copies are compared with the cash book 
items, the entries will agree. When accounts are not confirmed, the 
auditor should obtain from the banks copies of deposit tickets for 
the last few days of the period and compare the items with the cash 
book items. 


WHEN RECEIPTS ARE NOT DEPOSITED.—In every case, however, 
where there is any possibility of the receipt of any considerable 
amount of currency from sales over the counter and where such 
receipts are not deposited daily in gross, there are opportunities for 
manipulation not possible in other circumstances. Consequently, 
the auditor must be specially vigilant in looking for fraud. 

In one case the cashier failed, from time to time, to deposit a 


*Los Angeles Investment Co. v. Home Savings Bank of Los Angeles, 
182 Pac. (Cal.) 293. 
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portion of the receipts from cash sales, although the correct amounts 
thereof were entered in the cash book daily. About once a year he 
concealed the amount embezzled by overstating payments for mer- 
chandise purchases. In an annual audit, made after the close of the 
year, it is difficult to detect such fraud except by comparing every 
check issued during the year with the cash book, or by examining 
every voucher, because it is not usual to attempt to verify the cash 
book balances at any date other than the closing date. Of course, 
if that had been done here, it would have shown that the cash book 
balance was composed of a certain sum in bank and a very large 
amount “‘on hand.” The size of the latter would have excited suspi- 
cion, but legal proof could hardly be found to sustain a claim that it 
was not in the cash drawer at the time. 


DeEposITs IN TRANSIT.—Inquiry should be made as to the com- 
pany’s routine for depositing receipts in order to ascertain the reason 
for a deposit in transit. The currency which is counted as part of 
the cash on hand may represent amounts turned in by drivers, col- 
lectors, etc., and on the following morning may be included in the 
period’s receipts. When all cash received after making the deposit in 
the bank is held and entered as receipts of the next day, there should 
be no deposit in transit. 


TAMPERING WITH CASH BOOK.—In many small concerns the 
cashier handles the receipts, writes up the cash book, and makes the 
deposits. He might retain a portion of the receipts, force the footings 
of the column to agree with the actual deposit, and increase the 
footings of the discount column. The cash book would then balance 
across, the cash balance would agree with the amount shown by the 
pass-book, and, as the discount column would be posted in total by 
the bookkeeper, the ledger would be in balance without any falsifica- 
tion being made therein. If there are special columns provided for 
cash sales or similar earnings, the footings of such columns can be 
reduced by the amount of the shortage. They thus afford additional 
facilities for covering up the amounts taken. If this possibility exists, 
the footings of the discount and similar columns should be verified. 

The following is an illustration of fraud discovered in the accounts 
of a real-estate agency: Rent collections were entered in detail in a 
cash receipts book, footings were made each day, and the total de- 
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posited in the company’s bank account. The footings were verified 
by the treasurer and agreed with the amounts credited in the pass- 
books each day. After this verification, the cashier entered addi- 
tional items covering amounts which he had taken, in order that the 
collector, who checked up the receipts, would see that all items had 
been collected. These additional items were not, however, included 
in the totals. The cashier retained currency and checks in his drawer, 
which he manipulated to make up the exact amount of the items he 
was supposed to be depositing in the company’s bank account. 

The main cash book or cash journal (the total of the day’s en- 
tries being journalized) included all of the items entered in the cash 
receipt books, and fraudulent footings were made to agree with the 
bank accounts. 

All items were eventually posted in the ledger to the credit of 
the various owners, and the footings and balances, when inked in, 
were as they should have been had there been no defalcation. The 
postings were always from two to four months in arrears, and, in 
order to prepare a trial balance, postings and footings were falsified. 
Some months later these errors were corrected, as stated. 

The deficiency was partly concealed by depositing to the com- 
pany’s credit checks drawn to the order of clients which had been 
properly charged to their accounts, but the checks were never sent to 
the clients. 

The above described fraud was practiced for about seven years, 
and a total of some $26,000 was obtained before the omission of an 
entry for one item of receipt was questioned by the collector. This 
led to the discovery of the fraud. 


NoMINAL Accounts.—The postings of the nominal accounts 
from cash book to general ledger should usually be verified, not 
because there is any great danger of fraud, but for the purpose of 
finding any posting to a wrong account. For instance, it frequently 
happens that part of a plant or old machinery has been sold. Some- 
times such items are posted to an earning account instead of to a 
capital or a depreciation allowance account. These postings are, 
as a rule, few in number and are important enough to be verified in 
extenso. 


PosTINGs TO CUSTOMERS’ AccouNTS.—The totals of postings to 
the credit of customers’ accounts should be proved through the cus- 
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tomers’ controlling account. If there is no controlling account and 
if one cannot be constructed readily, a fair test should be made of 
the individual ledger credits, working, of course, from the ledger 
back to the cash book and not vice versa. The reason for this is 
obvious ; if a customer has been credited with an amount which pur- 
ports to have been posted from the cash book, but which as a matter 
of fact is not entered there at all, the discrepancy cannot be discovered 
by using the cash book as a basis, and it is not safe to depend on look- 
ing through the ledger subsequently to see that all items are ticked. It 
is sometimes suggested that the chief danger in such practice lies in 
the possibility that the ledger clerk can, if the work is not finished at 
a sitting, supply the tick marks himself. There is not much basis 
for this fear, but it is foolish needlessly to expose one’s self to it. 

If it is thought wise to verify the individual postings to the cus- 
tomers’ accounts, do not check every one unless some very good 
ground for suspicion exists. If the audit is a periodical one, say, 
for six months, cover about half the letters of the alphabet at one 
time. Six months later cover the other half; or cover one-fourth 
only at each audit, and give two years to the entire list. Not infre- 
quently, in case of fraud, ledger credits do not appear correspondingly 
as cash debits, but it is hard to imagine a case where a good test would 
not disclose the fraud. Very few men confine their peculations to 
customers whose names commence with X Y Z. The auditor can 
afford to assume that the defaulter will inadvertently manipulate the 
account of an A customer, and in that case he will be detected the 
first time, while if he uses only one or two letters, he will still be 
detected in a reasonable time. 


Cash payments.—On the payments side of the cash book it is 
also possible to cover fraud by erroneous footings. In some cash 
books there are special columns for different classes of expenses which 
are posted in total at the end of the month. If the cashier were to 
take an unnumbered check from the back of the book, or one of a 
style similar to those in current use, and have it drawn to his order 
or to some name representing himself, but does not enter the amount 
in the cash book, the footings could be falsified to that extent. The 
check could be numbered to correspond with those in use at the time. 
When the bank statement is received and the balance verified, the 
check could be destroyed. 
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ALL PAYMENTS BY CHECK.—The auditor should insist, wherever 
feasible, on having all payments represented by checks. This reduces 
the possibility of manipulation of cash book footings to a minimum, 
and for this reason alone it is worth the trouble of depositing all 
currency receipts. 


VERIFYING POSTINGS.—If the cash book is properly ruled and if 
a controlling account is kept with accounts payable, some of the 
postings then consist of monthly aggregates, which should be checked 
to see that they are not posted into the wrong ledger account. Here, 
however, it is important to avoid duplication. In many audits it is 
desirable to make full analyses of the various expense and purchase 
accounts for use in the reports. If feasible and convenient, this work 
should be done when postings are verified, as it obviates a second 
reference to the cash book pages if the details in the ledger are not 
sufficient. 

Postings to the individual accounts need not be verified except 
for some special reason. The payments are supposed to be vouched 
to establish their authenticity, so it is not necessary to trace the pay- 
ments to the debits of the accounts. A controlling account sup- 
ported by a trial balance of the subsidiary ledger is a good proof, 
but, even if this is not in evidence, the checking of the debit postings 
is usually superfluous work. 


SumMary.—As against the practice—fairly common—of check- 
ing all postings and footings, the above course may seem radical. It 
is not radical, however, if it is approved after full discussion and 
thought, and if it stands the additional test of each particular audit. 
Where the slightest cause for suspicion exists, there must be a careful 
study of every phase of the situation. Even if suspicion has been 
aroused and there is a probability that something is wrong, the most 
foolish thing an auditor can do is to jump in blindly and check every 
entry in the books. This has been done more than once, but the 
practice cannot be condemned too strongly. 
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Accurate data are not available from which a trustworthy analysis 
of frauds could be compiled ; nevertheless an estimate prepared from 
long experience is that nearly if not quite 75 per cent of all defalca- 
tions and frauds can be traced directly to a failure to account for 
income or cash receipts, whereas less than 25 per cent of them take 
the form of diversion of cash after it has found its way into the 


treasury. 


Fraud in receipts——We shall discuss the former type of fraud 
because it is more important. This, in turn, can be divided into two 
groups. The first group embraces that class of frauds which is char- 
acterized by the failure to enter in the books, or at least in the books 
which form a part of the double-entry system, any record whatever 
of the sale or delivery of goods or materials. The second class 
includes those cases in which a record of the original sale or delivery 
appears, but where the subsequent collection is omitted entirely or 
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where the entry of collection is postponed until a later date. Ob- 
viously, the former methods are the ones most easily concealed. The 
auditor must therefore be especially vigilant in this part of the audit. 

The auditor should obtain a list of all books in use. This list 
should include not only the books which comprise the double-entry 
system, but also all those usually termed “memorandum” books, which 
contain original data, and from which the formal entries are compiled. 

When the audit is completed the auditor should be able to cer- 
tify that, in his opinion, all revenue or earnings have been properly 
accounted for. This does not mean that the cash which was duly 
entered in the cash book, and the sales which were in due course 
entered in the sales records, are assumed to be all the cash receipts 
and all the sales without further investigation. 

A careful inquiry should be made, or personal watch kept, to see 
who opens the mail, and what record, if any, is made by such person. 
The record, if a “memorandum” one, should be compared (in part) 
with the formal books. 


Sales 


The chief point of importance in the verification of sales is the 
gross amount of possible income; that which the auditor finds prop- 
erly recorded in the books may be only part of the entire income. 


It is necessary to ascertain if any transactions have been omitted from 
the books. 


Importance of original records.—As a rule, some sort of ship- 
ping records exist which can be compared with the cash book in the 
case of cash sales, and with the regular sales books or ledgers in the 
case of credit sales. The formal records, which are nicely written 
up and which agree exactly with the other books, are not the ones 
the auditor wants. If he can find the first “originals,” in rough 
form perhaps, and very dirty and almost illegible, he should use 
such records in preference to the fair copies, because the latter are 
frequently written up by the same men who write up the final cash 
records. Professional auditors agree that original records of this 
type reveal to them perhaps more instances of fraud than does any 
other source of information. Their importance for this purpose 
cannot, therefore, be overestimated. 


Ch. 26] DETAILED AUDIT—VERIFICATION OF INCOME 549 


MEMORANDUM BOOKS TO BE USED—The list of memorandum 
books required by the auditor should include the original records 
of sales and the original records of shipments. Rarely are the order 
books or shipment or delivery books considered as formal books of 
account. Perhaps it is fortunate for the auditor that this is so, 
because in many cases where the examination of these records has 
revealed fraud, great astonishment and usually indignation have been 
expressed that an auditor should ask to see “memorandum” books. 
In most of these cases, had the defaulters suspected that the books 
mentioned would be called for, they could readily have destroyed or 
altered them before the examination occurred. 


CasH SALES.—It is important to ascertain that all cash sales are 
recorded. In nearly every business some sales are collected at once 
and are not passed through the customers ledgers. If the general 
ledger shows few such transactions, this should not influence the 
auditor unless he has made inquiry from someone other than the 
cashier. In one instance the auditor found that practically no cash 
sales were recorded. He inquired into this and was informed that it 
was not the custom to make such sales. Further investigation, how- 
ever, developed the fact that the cash sales had been quite large, but 
that his first informant had pocketed the whole proceeds. In this 
case a rough memorandum was discovered which enabled the auditor 
to locate the entire shortage. 


ACCOUNTING FoR stocK.—In some businesses, particularly those 
handling small articles broken from original packages, it is not 
feasible to keep complete stock accounts, and some other check, on 
the accounting for the wares handled must be used. The stock ac- 
counts may be checked to some extent by comparing the rate of gross 
profit earned in one period with the rate earned in prior periods. 
Decided variations should be susceptible of definite explanation as 
being due to specific causes; a decrease in the percentage of gross 
profit which cannot be satisfactorily explained raises at least a pre- 
sumption that the proceeds of sales are not being fully accounted 
for, or that payments are being made for goods which are not actu- 
ally being received. 

When articles are bought and sold by weight and volume, an ex- 
amination should be made of the methods employed for checking the 
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quantities received. The auditor should ascertain what precautions 
are taken to prevent salesmen giving short weight or measure and 
profiting thereby. 

The turnover in the retail trade is generally rapid, and a perpetual 
inventory impracticable. Purchases of an article which sells readily 
will probably be made at short intervals for the same quantity at the 
same price. Care should, therefore, be taken to see that purchase 
invoices for similar amounts for the same article are not received in 
duplicate and paid twice. The correspondence covering all claims 
made against wholesalers for defective merchandise should be ex- 
amined and in cases where the latter have made a cash allowance, 
this refund should be traced through the cash book. The refunds 
should not be included with the cash sales figures. 

Where there is a delivery system, the method of controlling the 
handling of merchandise and collections by the company’s drivers 
should be investigated, especially where the drivers accept payments 
from charge customers. 

Percentages of gross profit are, by almost all merchants, calcu- 
lated on the sales, and not on the cost of the goods sold. 

In some retail trades, such as sale of cigars, men’s furnishing 
goods, etc., it is possible to apply a check on the accounting for sales, 
which is also used in many department stores. The plan is to charge 
all goods purchased to a stock account at their selling values; credits 
are made on the account for any changes in selling prices; the in- 
ventories at beginning and end of the period are priced at both cost 
and selling values, and the latter values applied in the stock account 
mentioned. The crediting of the actual sales of the period should 
balance the account. There will naturally be some differences, but if 
they are not very large, the sales can be considered to have been fully 
recorded. 

Some method of determining the approximate stock on hand, even 
if calculated only on the basis of an estimated rate of gross profits 
on sales, is needed by all merchants in order to determine the proper 
amount of insurance to be carried on the stock, as well as to prevent 
overbuying. 

Whenever several different lines of goods are handled, both sales 
and purchases should, as far as possible, be kept separate for each 
line. The rates of gross profit on the different lines will probably 
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vary, and the information as to the results of business done in each 
class of goods will be valuable to the manager. 


TESTS FOR SALES.—It is the auditor’s duty to verify the income 
from sales as evidenced by the records or papers covering the trans- 
actions from the time an order is received until the goods are deliv- 
ered. Wherever possible, therefore, he should secure the order 
books and compare some of them with the ledgers to see that the 
orders were filled. If not, why not? It may be that through care- 
lessness an order was not filled and that it was not reported. Here 
is a good chance to be of positive value to the client. 

Orders may have been filled and the proceeds collected but not 
accounted for. This should be discovered by comparing the shipping 
or delivery books with the sales records. Tests here are all that are 
necessary, because any system of fraud in this channel has been, 
in practically all known cases, continuous, so that a complete com- 
parison for a few weeks or a month covers the point quite as well as 
a more exhaustive comparison. 

While examining the sales book or original record, the auditor 
should satisfy himself that items representing shipments after the 
close of the period are not included prior thereto. This is sometimes 
done without fraudulent intent to increase the sales for the period. 
If the amounts are substantial the auditor should make an adjustment 
to correct the erroneous practice. In all cases the inventory should 
be examined to see that no duplication exists. 

When goods are sold f. o. b. destination and the title of ats 
merchandise does not pass from seller to buyer until it reaches the 
destination, which may be after the closing date of an accounting 
period, it might be claimed that profits are anticipated. It is, however, 
good practice to include all bona-fide sales shipped up to midnight of 
the closing date. 

When prices are quoted at shipment point and transportation 
charges are prepaid, care should be taken to see that the customers 
are debited with such charges. 

Whenever possible, the quantities of sales should be reconciled 
with the inventory on hand at the beginning of the period, plus the 
production, or purchases, during the period, less the inventory on 
hand at end of the period. If it is a first audit, the invoices at the 
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beginning of the period should be scrutinized to make certain that 
shipments of the prior period were not included. 

In a case which involved serious fraud, fictitious entries for very 
large sales of merchandise were put through the books just before 
the close of the fiscal period. The auditor checked the trial balance of 
the customers’ ledgers and found that the totals agreed with the con- 
trol account. The fictitious sales were of recent date, and because 
they were large the items were questioned. The auditor was shown 
copies of the sales invoices and it was explained to him that the sales 
were made because the customer could use a large quantity of the 
particular kind of merchandise and he was granted a very favorable 
price. Had the auditor confirmed the customers’ accounts, the ficti- 
tious sales would not have been discovered, as the fictitious sales were 
to customers controlled by the same interests. When the auditor’s 
suspicions were once aroused he should not have taken the explana- 
tion offered without further proof. A proper investigation by com- 
parison with orders and an investigation of the shipping records 
would have revealed the fact that no such sales had been made and 
that purchases admitting of such sales had not been made. 


TRIAL BALANCE AS AN AID.—A fruitful source of inspiration, in 
the effort to ascertain whether or not all the income has been ac- 
counted for, is the balance-sheet—or the trial balance after closing, 
which may state the various items of assets in greater detail than the 
‘balance-sheet. Proper thought should be devoted to each item to 
determine the possibility of the income therefrom being omitted from 
the books. For instance, a mining company’s balance-sheet may show 
that it owns workmen’s houses. The auditor must then find out if 
all of the rents of all the houses have been accounted for. Further- 
more, where there are tenants he usually finds that sales of coal or 
other fuel and all sorts of supplies have been made to them. If he 
does not find any record of such sales, he should inquire why from 
someone “higher up.’ He should not take the cashier’s word for it. 

These comments are merely suggestive and serve to illustrate the 
idea that the auditor must not use the receipt side of the cash book 
as a complete basis for verifying the actual income or receipts. He 
must work from every outside source he can find to the cash book. 
He will then be reasonably safe. 
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WHEN COLLECTIONS ARE NOT RECORDED.—There is not the same 
difficulty when there is some record of sales in one of the original 
books of account, or when, although the sales have been debited in 
due course to customers, the collections have not been recorded. 

The former class can be disclosed by a good test of the footings 
of the sales records and by proving the postings to the customers 
ledgers. This has been fully discussed. The instances in which 
credits have been arbitrarily made to customers’ accounts, but with- 
out corresponding entry in the cash book have also been discussed. 

Inquiry can be made as to who prepares the monthly statements, 
who compares them with the ledgers, who determines which will be 
mailed and which will be withheld, and who mails them; also, who 
opens the mail and how complaints are routed. 


Orders for future delivery.—The auditor should investigate the 
orders for future delivery and make comparisons with such orders 
at the close of the previous year. Should there be a radical change 
in the volume of these orders, or should the bulk of orders not be for 
the customary immediate delivery, or if contracted for at disadvan- 
tageous prices or terms, attention should be called to the facts in 
the report. 


4 


Consignments and goods out on “memorandum.”—As care- 
lessness is apt to exist in all transactions which are out of the regular 
routine, the auditor should carefully inspect the records relating to 
charging out, keeping track of and collecting the proceeds of goods 
sent out on “memorandum” or “on sale.” These are trade terms for 
consignments. 

If not charged to the regular ledger account of consignees (which 
may be inadvisable), the record of outstandings should be kept in a 
substantial loose-leaf binder equal in form and dignity to the ordinary 
customers ledgers. 

It is necessary to create an impression of permanence about the 
records in an office, or the data which are considered to be temporary 
will be kept in an unsatisfactory and careless manner. 

The record should be looked upon as a running account. All 
freights, drayages, insurance, and other charges should be posted 
as incurred. In support of the memorandum or temporary records 
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in use, the auditor should be furnished with evidence that the terms 
and conditions are in order. Usually the correspondence is sufficient, 
provided it carries the authority of one competent to fix terms. A 
careful test of the net proceeds as shown to be due by the record 
described, should be made. If the test proves that no loss is likely to 
have occurred, there is no necessity for a complete verification. 

If consigned goods have not been recorded when the books are 
closed, the consignee should be asked for an account current up to the 
date of closing. Based on this, credit may be taken for the proceeds 
of sales actually made. The balance should be treated as stock-in- 
trade and valued as described on page 144 et seq. Goods which have 
been charged at selling prices and which appear as accounts receivable 
must also be treated as stock-in-trade and the valuation adjusted to 
the proper basis for balance-sheet purposes. 


Goods received for sale.—If the concern under audit is the con- 
signee, the accounts should be handled differently. If the goods re- 
ceived are to be sold on commission for account of the consignor, 
the income consists of commission on the selling price, the gross 
amount realized above a certain fixed price, or some one of the many 
other agreements upon which consignments are received. 


CONTRACTUAL RELATIONS.—The auditor must have access to the 
contract between the parties to test the accuracy of consignments. 
Often the agreements are oral or are based on correspondence more 
or less conflicting. Misunderstandings frequently arise between the 
consignor and the consignee, due principally to the failure of the 
minds to meet before the contractual relations begin. The auditor 
should urge the desirability of entering into an explicit contract at 
the outset and of furnishing a copy to the bookkeeper, so that the 
terms and conditions of each consignment may be recorded. If a 
consignment is only partially disposed of when the books are closed, 
the unsold goods should not be included in the inventory. A record 
of the quantities on hand should be made, but the values should be 
entered “in short” and a memorandum made to the effect that the 
items belong to the consignor. 


InsurANCE.—Inquiry should be made as to whether such goods 
are insured, and if so, in whose name. If in the name of the con- 
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signee, the policies must contain a stipulation covering the facts of 
title. 


PROFITS ON Goops soLp.—On lots partly disposed of, credit may 
be taken for the proportionate commission or profit on goods sold 
and delivered, but credit should not be taken for the profit on unde- 
livered goods. In order to satisfy himself that the accounts are 
in order, the auditor should request that pro-forma account sales 
be made up for all open consignments. The quantities not yet dis- 
posed of should be checked with the inventories and the accrued 
earnings should also be verified. 


CHARGES TO CONSIGNOR.—The account sales should be scrutinized 
in order to see that all legitimate charges are made to the consignor. 
Commissions and freights are not usually forgotten, but careless 
clerks do not always include insurance, cartage, allowances, and 
similar items which may be permissible. Other items, such as extra 
charges for special services, postage, etc., may not be thought of, but 
as items of this nature are charged by some commission houses, it 
is always pertinent to inquire whether the matter has had full con- 
sideration or not. 


’ 


Sales not delivered.—In closing books there seems to be a 
temptation on the part of many concerns to anticipate all profits in 
sight. Therefore, if sales have been made for future delivery, the 
tendency is to create an account receivable or make some adjustment 
of the income account in order to include the profit which it is ex- 
pected will be realized. Conservative business men follow this course 
only in exceptional cases, and when the accounts clearly disclose the 
amount of profits anticipated. In a going business, during normal 
times no profit should be taken on orders not delivered. 

In the automobile trade, for instance, sales are effected and sub- 
stantial deposits or part payments are received long before the cars 
are delivered. But no profit has been realized nor may ever be 
realized, so that the inclusion of this hoped-for profit in an income 
account is absolutely wrong. Thousands of such sales are never 
consummated by reason of the failure of the factories to build the 
cars; sales are canceled and the deposits returned, and none of the 
expenses incurred thereby is compensated for. 
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In other cases the goods may be on hand or in process of manu- 
facture, so that the expectation of being able to deliver is based on 
a sounder hypothesis, but the rule is precisely the same. No profit 
should be taken until a delivery or a tender has been made and the 
sale is converted into a valid claim against a solvent debtor, except 
when special circumstances, such as general practice in a particular 
industry, justify the practice. 


EXPENSES OF FUTURE SALES.—There is some merit in the con- 
tention that if sales for future delivery have been made, and the 
goods are on hand ready to ship, the goods may in any event be 
inventoried at something more than manufacturing cost. That is, the 
expenses of sale having been incurred to this extent, the period in 
which delivery is made should be forced to bear its share of the 
burden, and such expenses should be carried forward as an asset 
under the caption “deferred charges to operations.” These may 
include such sales expenses as commissions, salaries, advertising and 
traveling expenses, etc., but must not include any part of fixed 
charges such as rent, administration expenses, etc. Ordinarily, how- 
ever, these charges are neither deferred nor added to the inventory. 


ADVANCES AND DEposiTs.—If part of the sales price has been col- 
lected in advance or deposits have been received, such items should 
be separately stated on the balance-sheets, because they do not consti- 
tute trade liabilities, but, on the contrary, are evidences of prospective 
profits. There may be many a slip between the order and the 
profitable closing of the transaction, as Judge Clark said in the 
American Malting case:1 


These contracts were to deliver at a future time a product not yet 
made, from raw material not yet purchased, with the aid of labor not yet 
expended. The price agreed to be paid at that future time had to cover 
all the possible contingencies of the market in the meanwhile and might 
show a profit, and ran the chance of showing a loss... . You cannot 
make a dividend of a hope based upon an expectation. 


DEDUCTIONS AND ALLOWANCES.—Some corporations make allow- 
ances to large customers or jobbers at the end of each month, quarter, 
half-year or year. These allowances may amount to special dis- 
counts or commissions, being a percentage of sales for the period, 


* Hutchinson v. Curtiss, 92 N. Y. S. 70; 45 Misc. Rep. 484. 
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and they should be found among credits to customers. In such 
cases the corporation should produce agreements supporting these 
allowances. If they are not available, the allowances should be 
listed from credit memos, or other original records and approval of 
the list should be obtained from a trustworthy source. Allowances 
should be set up for those applicable to the period under audit. 


Cash discounts.—The auditor should obtain from the principals 
an authoritative statement of cash discounts allowed to customers. 
With this as a basis, a fairly exhaustive test should be made of the 
discount deductions or allowances as stated in the cash book. In 
rare cases the cash book shows net receipts only, in which event dis- 
counts are credited through an allowance book or journal; but since 
the latter method involves writing customers’ names twice, no up-to- 
date concern permits it. The discounts should appear in a column 
on the receipt side of the cash book, next to the column containing 
the gross or net collections from customers. 

For convenience in posting, the gross amount is sometimes en- 
tered in the “accounts receivable” column. The total of the discount 
column must then be deducted from it in order to arrive at the cash 
balance. It is better practice to enter the net cash collection in one 
column and the amount of the discount in the next. In posting, the 
two amounts should be entered “in short” on the credit side of the 
customer’s account and the gross amount should be extended to 
the money column. 

Instances are known in which cashiers have systematically over- 
stated the discount allowance, either by increasing the amount actually 
deducted or by entering a discount where none was claimed or 
allowed. This is a matter to which little attention is directed in an 
establishment in which the work of cashier and bookkeeper is per- 
formed by the same person, or in which the posting clerks are mere 
machines, and can be depended upon to overlook fraud of this nature. 
In view of this probable freedom from detection and the numerous 
frauds which have thus occurred, the auditor must make a test thor- 
ough enough to satisfy himself. If there is anything wrong it is 
likely that it will appear frequently, so that the test, while exhaustive 
as to the period covered, need extend over only a few days or weeks 


depending on the volume of collections. 
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Collections not recorded.—We now come to what is believed 
to be the most prolific source of fraud practiced, viz., the failure to 
enter in any book the collections from customers. The detection of 
such fraud is difficult. Therefore it will pay to devote considerable 
time and space to the subject. 


ILLUSTRATIONS.—The most common irregularity is illustrated as 
follows: Customer A, on January 2, pays $112.53, say, by check. 
The cashier fails to enter the collection in his books. If he has made 
other collections in currency exceeding $112.53, he deposits the 
check and takes the equivalent in currency from the drawer, thus 
obviating the necessity of forging the indorsement and having the 
check cashed, although the latter method is more common than is 
generally supposed. In the first case the fraud can be discovered 
by comparing the details of the cash receipts with the details of the 
bank deposits as listed in the check stubs or copy books; but this 
record is not always available and, moreover, auditors frequently 
find that where such a fraudulent practice exists the record of the 
bank deposit has been altered or made up to correspond with the 
cash book, which makes the comparison of no value. In one 
instance a cashier borrowed a stamp from the bank and stamped 
some deposit tickets which he fraudulently used. It is always dan- 
gerous to accept duplicate deposit tickets as final evidence of money 
deposited in clients’ banks. 

In most such cases the thief does not consider it safe to hold out 
collections too long for fear that somebody in the office will discover 
that customer A has not paid and so try to collect from him. There- 
fore, on January 31, he decides that it is not wise to hold up A’s 
credit any longer. He accordingly credits him with $112.53 in the 
cash book. This amount finds its way to the ledger in due course. 
By this time the cashier is deeper in trouble. Customer B having, 
on January 31, paid $250 (also by check), the cashier fails to enter 
the amount and thus creates a cash “over” of $137.47, which he 
removes from the cash drawer as soon as he can accumulate that 
amount of currency. Here again is urged the importance of recom- 
mending to clients the daily deposit of all receipts—currency and 
checks. When this is done there is far less opportunity for fraud 
afforded to a clerk dishonestly inclined. 


Ch. 26] DETAILED AUDIT—VERIFICATION OF INCOME 559 


So it continues. The defaulter must soon credit B with $250, 
and he therefore calls on C’s account; or, by this time, A may have 
paid again. Always the amount grows larger and larger until in 
many cases the discovery is forced without the aid of an outside 
auditor. Usually, however, it goes on for years. Unfortunately such 
practice has more than once been in full force during, prior to, and 
subsequent to, periodical audits by public accountants. 


Confirmations of outstanding accounts.—The auditor can best 
detect defalcations arising out of the manipulation of customers’ 
accounts by sending statements to all customers, requesting them 
to confirm the accuracy of the balance on a form inclosed for the 
purpose, which is to be returned direct to the auditor’s office. This 
practice is followed by many leading auditors. The matter should 
be thoroughly discussed with the client and the advantages of the 
affirmative and negative methods pointed out. If all of the accounts 
cannot be confirmed, the auditor should suggest that a test be made 
by confirming all of one or more letters of the alphabet. If the client 
does not or will not consent to such a course, the responsibility for 
the integrity of the customers’ balances is squarely up to him and 
should be mentioned in the auditor’s report. The objections to this 
practice become fewer each year. No doubt within a few years the 
verification of customers’ outstanding balances by correspondence 
with the auditor will be the rule rather than the exception. 

The following requests are stamped on the regular statement 
forms of the concern under audit and are more practical than any 
other method. The affirmative method may be more effective but 
is much more expensive as the replies must be followed up. 


Please confirm this statement, which is sent you for 
verification purposes, to our auditors, Messrs. Lybrand, 
Ross Bros. & Montgomery, 110 William Street, New 
York, using the enclosed envelope. 


Please confirm to our auditors 
Lybrand, Ross Bros. & Montgomery 
110 William Street, New York 
using the enclosed envelope. 


When it is believed that affirmative replies need not be insisted 
upon, a negative form is sometimes used as follows: 
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PLEASE EXAMINE 


this Statement carefully. If it is not 
correct, please communicate DIRECT 
with our auditors. 
LYBRAND, ROSS BROS. & MONTGOMERY 
IIO WILLIAM STREET, NEW YORK 
giving full details of any differences. 


It is advisable to mail the statements in envelopes which are 
printed or stamped in such a manner that in case of non-delivery 
the statements will be returned to the auditor rather than to the 
client’s office. Ledger accounts for which statements are not mailed 
by the auditor should be noted and investigated if the reason for 
non-mailing is not apparent. The client’s attention should be called 
to these items as in businesses such as that of stock-brokers they may 
prove to be “blind” accounts which are being used for improper 
purposes. 

When affirmative confirmations are requested, second requests for 
confirmations should be sent to all customers failing to reply to the 
first one. Second requests by registered mail are imperative in cases 
where a surety company has issued a special bond to stock-brokers 
and investment houses with respect to losses through trades fraudu- 
lently conducted by an employee and where audits are required once 
each year. A list of the customers from whom no confirmations 
have been received should be submitted to the client. 

The auditor when no suspicion exists should accept the addresses 
furnished by the client’s staff. 

The negative form is useless when confirmations are sent to 
fictitious or bad accounts and the statements are (1) not delivered 
and the envelopes are not returned to the auditor, (2) delivered to 
persons who are in collusion with those who wish to deceive the 
auditor. 

The affirmative form is useless under the same conditions, but in 
the latter case the auditor should insist on a substantial proportion of 
replies or investigate cases of those who do not respond. 

In those cases in which for special reasons it may be obligatory 
for customers to be requested to reply to the request for confirma- 
tion—as in the case of stock-brokers who may have certain obligations 
under surety bonds—the following form may be used: 
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To (name of customer) : 

For purpose of comparison in connection with the regular examina- 
tion of our accounts, we hand you herewith a statement of your account 
EIN Ghta soo opdaooccnl 0d CUO OR On One 9 Uso 

Please examine this statement carefully, confirming its correctness 
direct to our auditors, Messrs. Lybrand, Ross Bros. & Montgomery, 
110 William Street, New York City, using the enclosed stamped en- 
velope for your reply. 

_ Very truly yours, 
(Name of client) 
Peta Maseaae a0 


Lybrand, Ross Bros. & Montgomery, 
110 William Street, 
New York City. 
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PREPARATION OF CUSTOMERS’ STATEMENTS.—The statements are 
prepared in the client’s office in the usual manner—not by the auditor. 
The latter, however, should compare balances with ledger accounts 
before mailing and the mailing should be done by the auditor. For 
some accounts no statements are sent. A list of these should be pre- 
pared and approved by the proper authority. Some auditors object 
to this procedure on the ground that customers who are in the habit 
of visiting the client’s place of business are apt to disregard the re- 
quest to take up differences directly with the auditor but will in most 
cases report any discrepancies directly to the bookkeeper. [Even if 
customers are not in the habit of calling at the client’s office, they 
insist on writing directly to his office concerning their accounts, 
because they do not appreciate the value of an independent check. 
The auditor, therefore, cannot depend on having reported to him 
all discrepancies in customers’ accounts through the plan suggested 
above. As a practical matter, however, the scheme will bring to light 
any systematic fraud, because all customers do not object to com- 
municating direct with an auditor. If a bookkeeper has been sys- 
tematically manipulating customers’ accounts, one or more customers 
will so advise the auditor. He is then put on notice and other in- 
stances of fraud should be looked for. 
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VALUE OF THIS CHECK.—This independent check is of value not 
only in the disclosure of fraud, but also because of the information 
which it gives as to the condition of the accounts with respect to 
unadjusted items, allowances, etc. It is needless to say that some 
bookkeepers are careless and others lazy. When this is so, it is im- 
portant for the auditor to find it out. In all classes of business 
various claims and errors crop out from time to time. When these 
affect customers’ accounts, adjusting entries should be made at once, 
otherwise the outstanding balances do not reflect the true state of the 
accounts. If a bookkeeper is lazy or careless, it will soon develop in 
the replies from customers to the requests for confirmations. In 
several instances this inquiry has demonstrated a very unsatisfactory 
condition the cause of which was carelessness rather than fraud. In 
many instances, however, carelessness leads to fraud. 

Whenever the auditor can check loose methods, he may really be 
preventing fraud. The auditor who prevents fraud is doing a greater 
service than in discovering it. 

It is impossible, in limited space, to suggest more than an outline 
of the procedure to be followed, to ascertain that all income is ac- 
counted for. The very nature of a business suggests to an intelligent 
auditor practically every source of revenue, special and ordinary. 


Income from Investments 


As mentioned elsewhere, mercantile and manufacturing firms and 
corporations frequently invest part of their surplus in income-bearing 
securities. Since these investments are unusual transactions, the in- 
come from them is not usually subjected to internal audit. 

The auditor should obtain a schedule of all securities held during 
the period of the audit and should ascertain that all dividends or 
interest accruing on them are properly accounted for. If any of the 
investments are in inactive stocks and if the dividends thereon are 
irregular and cannot be verified through the usual channels, a schedule 
of collections should be compiled and submitted for approval to 
someone in authority. 

If the investments are all grouped in one account, attention 
should be called to the desirability of opening a separate account with 
each one, and of noting at the top of the page full particulars as to 
the serial numbers of the bonds or stock certificates, together with 
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interest or dividend dates and similar information. If numerous, it 
is best to have a subsidiary ledger or record for these details. 

In order to exclude all exempt interest from taxation, taxpayers, 
particularly banks and other financial institutions, should keep sepa- 
rate ledger accounts for interest from various sources. 

Interest receivable—Under “Interest and collection charges” 
(page 604) and in Chapter 33, page 755 et seq., it is shown that con- 
siderable carelessness exists with respect to the collection and pay- 
ment of interest, and attention is also called to the danger of accepting 
bankers’ calculations as infallible. 

Interest on mortgage investments should be verified, as shown 
under “Income from investments” (page 562). 

The auditor should analyze the account for interest received and 
should separate that part which is exempt from federal or other 
taxation from other interest, even if he is not then preparing the 
income-tax returns. 

Interest on loans where the interest rate and other conditions are 
not always fixed in advance demands especial attention. Few busi- 
nesses exist, particularly among those conducted by firms and indi- 
viduals, where private loans or advances do not appear. These may 
be to friends, or to business associates, or to employees, or to cus- 
tomers who request temporary accommodations. More frequently 
they represent investments entirely outside the business and in con- 
nection with enterprises about which little is known. 

Any auditor who has had long experience can recall innumerable. 
instances where men have made fortunes in their own businesses and 
have squandered their entire surplus, and sometimes most of their 
capital, in mines, plantations, patents, and all sorts of industrial 
flotations about which they had no technical knowledge whatever. 

Frequently these outside ventures commence in the form of small 
loans. Here the auditor can sometimes be of real service to his client. 
The client should be impressed with the necessity of keeping his own 
capital intact, and of not making so-called investments in the form 
of loans to others while borrowing himself. The auditor should 
point out to the client that he is not a banker, that if loans or ad- 
vances are made to others, interest thereon at current rates should 
be paid promptly, and that the loans should be cleaned up or mate- 
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rially reduced periodically—just as is réquired by a banker. Con- 
siderable space is devoted to this matter here because borrowers of 
this class do not, as a rule, pay interest promptly, and the failure to 
make such collections will give an auditor a good opportunity to 
criticize unbusinesslike practices. 

Interest on bank deposits is not often mm tencrtt yet it may 
be that a rate of only 2 per cent is received when 2% or 3 per cent 
may have been arranged. Therefore the auditor should always verify 
the rate actually in force. A rough estimate can usually be made of 
the amount credited on balances. Checks issued follow a well-defined 
course, except in special cases, so that the test of a month or two, 
based on average daily balances will disclose’ whether or not the 
amount received is approximately correct. Frequently the auditor 
can have these figures compiled by one of the office staff and thus 
reduce to a minimum the time he himself must spend thereon. 

Interest periods of banks vary. In the city of New York the 
interest period of most banks is the 25th or 26th day of each month. 
The reason for this period is to relieve the pressure at the end of the 
month. Commercial banks in New York compute interest on daily 
balances on the 365 day basis but continue to charge interest on loans 
on the 360 day basis! Interest received from banks may be checked 
as the bank computes the interest by finding the aggregate of the total 
daily balances for the interest period and computing the interest for 
one day on the total. Any difference between the bank figures and 
test made should be accounted for by the deposit of checks payable 
at other points. While the depositor receives credit for the checks 
the day they are deposited, the bank delays interest until the checks 
are collected. 


SECURITIES CARRYING ACCRUED INTEREST.—In one examination 
an auditor found the following errors: 


1. Preferred stock was purchased “with accrued dividend.” The 
stock was not transferred until after the dividend date, the 
seller inadvertently neglected to pay to the purchaser the 
accrued dividend when collected, and the purchaser had not 
discovered the delinquency. 

2. The seller sold bonds with accrued interest but did not deliver 
them until after the interest period had elapsed. The 
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coupons were collected by the seller and not accounted for 
to the purchaser. 

3. In a purchase of bonds an erroneous date was shown on the 
purchase invoice. Interest was paid on the same basis. 


INCOME FROM SECURITIES BEARING LOW RATE OF INTEREST.— 
When bonds and similar obligations are purchased at a considerable 
discount, the first inquiry of the auditor should be as to the rate of 
interest. As the stated rate is under the market or effective rate, 
it can usually be assumed that such part of the discount as can be 
ascribed thereto should be amortized and periodically credited to in- 
come. However, if the discount be due to apprehension as to the 
safety of the principal the security should be dealt with as a specula- 
tive investment and no credit be made to income unless or until the 
situation changes. If the apprehension proves not to be well founded, 
the discount should be amortized; if the situation changes for the 
worse, the book value should be written down. 

From an accounting point of view, the accrual system demands 
that each fiscal period shall contain the charges and credits which 
belong to it. Expediency will sanction the postponement of profit- 
taking until realization takes place; but expediency may result in 
inaccurate balance-sheets and income accounts. 


Rents receivable.—If the item of income from rentals is incon- 
siderable, the records relating to it are not apt to be in good condition 
for auditing. 


List OF PROPERTY.—In the first place a complete list of all rent- 
able property is essential. Next in importance is a schedule of rentals 
which should be received therefrom. With these two points covered, 
the auditor can make a satisfactory audit. The premises should be 
inspected and note made of vacancies, if any. Vacancies during the 
period should be listed and verification of them secured from some 
source independent of the clerk in charge of the collections. 

The author had nearly completed the audit of a small railroad 
company when this question arose. The balance-sheet disclosed the 
ownership of some rentable buildings. When asked for the records 
relating thereto, the treasurer attempted to defer the inquiry, but 
after a list was secured and the possible income calculated, he con- 
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fessed that he had misappropriated most of the rent collections. 
The amount was comparatively small—a few hundred dollars out of 
total income of several millions—but the ordinary income was con- 
trolled and checked by other departments, so he seized the only op- 
portunity for fraud which seemed safe. 

An item which is quite frequently encountered is the income from 
houses owned by manufacturers who are located at a distance from 
cities and towns, and who rent these houses to their employees. 
Most frequently, though not invariably, the rents are deducted from 
wages payable to the employee-tenants. 

As often as not, the record of rents is in crude form. A suitable 
form of rent roll should be suggested. In this book should be 
recorded the rents accruing, not merely the collections. 

In stating the operations, the taxes, repairs and other expenses 
which can be allocated to the houses should be applied against the 
rents (though preferably showing the gross of both rents and ex- 
penses ), and the net income or expense should be shown. 

When the buildings used for manufacturing are leased and a por- 
tion of the space is sublet, it is desirable that both the gross amount 
of rent paid and the amount received for the space sublet be shown 
so that any fluctuations in the net amount of rent paid, which are 
due to the sublet premises becoming vacant, may carry their own 
explanation with them. 


WHEN AGENTS ARE EMPLOYED.—Where collections are in the 
hands of reputable agents, who render periodical statements, it is not 
necessary to check the income in so much detail; but careful inquiry 
should be made to satisfy the auditor that the agent has charge of all 
the property, and that the statements, when received, are checked both 
as to collections and deductions. It is obvious that the auditor should 
trace into the cash receipts the total amount turned over by the agent 
for the entire period, and, if there is the slightest doubt as to the 
genuineness of the statements submitted, the auditor should request 
the agent to hand him a memorandum of payments for the period. 


Miscellaneous Income 


t 1s not practicable nor necessary to discuss in detail all classes 
of income which arise in various lines of business. The following 
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classes are illustrative of the procedure to be followed in the case of 
any special class of income. In addition there are possible items 
of income which are general in their nature. 


Discount for prepayment.—There is some difference between 
interest received from customers on notes receivable and cash dis- 
counts allowed by creditors for prompt or anticipated cash payments, 
although theoretically they both represent a profit or return upon the 
capital invested in the business. Interest received on notes is almost 
invariably calculated at the legal rate of interest and is, in effect, 
an offset to the interest paid upon money borrowed. This becomes 
apparent if we consider the possibility of discounting the notes re- 
ceivable, for in that case the interest on the notes is added to the 
face of the notes and the bank discount is deducted therefrom. It 
is not customary or necessary to credit the interest to one account 
and to charge the discount to another account. 

The rate of interest allowed for prepayments, however, is purely 
arbitrary and fluctuates to a considerable extent. Most concerns 
wish to know the amount realized from this source. A separate 
ledger account should be kept for it. 

The auditor should ascertain whether the concern under audit is 
taking advantage of all possible cash discounts. Sometimes dilatory 
methods in checking and paying purchase invoices result in loss of 
discounts which might otherwise be taken. Information of this kind 
is valuable to a client. 

As an indication of some of the rates of cash discount which 
are allowed, the following were given in replies made by manufac- 
turers in August, 1927, to a query of the Merchants’ Association of 


New York: 


ISADVMVCLICLCS Metre «aie tists cele soiaie Sidree fe 2%—30 days 60 days net 
Biscuttsvand Crackerse sect see. bk see tal I1%—10 days 30 days net 
Bitton Sue Miatiateiw. darts « wets os als steele 1%—I0 days 30 days net 
(CHaeN DFS: coin uac cag NOR Oo NORTH, SCRA a ONS 2%—30 days 
(or less) 
ENITICALGMEM ARIE eters ite ce tale e celsaselsls « No uniform 
practice 
(Chat irishe loi bhwelele Sepeeaie 5 Eee ORO OTE ROT 144%—30 days 
Confectionery: 
OM Dense rast chat qetulnccahtantaaa Mestre. 2%—10 days 30 days net 
TR STALL CEAICEA tae lady all ce slows « Ushdagr 26 1%—10 days 30 days net 


OO CTA LS Neier Sak fi etn e+ Oo aes 48 a0.» No discount 30 days net 
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Envelopes: No standard policy 


Jobbers 2 ot 3% cash 


Farm equipment: No standard policy. Light 


iaVes Sernaleabialeians Gioia Seton Go ude os oe rc 2%—10 days 
or 2%—10 days 
Of jisira cashrciscount ole. mite rn ee 5% 


Heavy lines, larger cash discounts, terms 
extending over two years 


RGEC a tel setts Bote to es RST AT slo oe ear scer No discounts 
allowed 
HMimbtsand limelolacs wrynyeei Seeien ery sere I%—15 days 
(CER Ae en ead or tor Eee ees 1%—10 days 
Anthomobpile Draich aeueeear eres acres 2%—10 days 
Marge vear or millwork.) . 2+. se 
Glue ey totes. Sextel eis. be Mei 2%—10 days 
INGLE WECONGCEriS ny eed rto ie asec cee ace 1%—10 days 
at Cw arene nats. HMcenen ereuere mare at aacece eae 2%—10 days 
Heating and cooking appliances........... 2%—10 days 
norntand! celluloid 2%; semreapeeotercrn ee - 2%—10 days 


(Sometimes 30 
days extra) 

2%—10 days 

No discount 


Knitted outerwear........ Sed SID ae oP EE 
Malleable castings ncn. eee cmt eisai n: 
Medicinal chemicals and essential oils (deal 


only ‘with wholesalers). 940... 0.05. 2. 4: 1%—10 days 
Paint and oil: 

Ware eyCOUSUIIETS ames eel eeierrae e 2%—10 days 

(Dealerstn: Street cee cect ere ee en eee 2%—10 days 
iPharmaceticalsurpnidastet tha. eerie eek oe 2%—10 days 
Silks: 

SpovenoL Fell doo Picea Antoun chars Gounnioon aon oles 2%—10 days 

AEhro wil SulkeReey Sey. tee ete es eke. tae 1%—10 days 
SUnanyOsia6 ae Ci bRE ots Mom ce Sear eee eS CBee eae 1%—10 days 

SOiaS TAME OWA soo be ou ono nae oe dane 2%—10 days 

Many of largest manufacturers.......... 
COVES Petree ale cre devatelinl ais lene tabstaereler eels «ota totes 4 2%—10 days 
Surgica lRdressin este eee eerie ie ee 1%—10 days 
SOV Sir aids aes hit. ee teenie caanu 2%—10 days 
WatnliSh@S ix. alee Sete Sheree peroelansie 2%—10 days 


TRADE DISCOUNTS.—Trade discounts should be 


from purchases on the one hand and from sales on the other. 
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30 days net 
(or roth of follow- 
ing month) 


30 days net 
60 days net 


30 days net 

30 days net 

30 days net 
Usually 30 days net 
30 days net 

30 days net 

30 and 60 days net 
30 days net 

30-60 days net 


60 days net 
30 days net 


30 days net 


30 days net 
60 days net 
30 days net 


30 days net 
60 days net 
30 days net 


10 days net 

30 days net 

(or 60 days with 
trade acceptance) 

30 days net 

30 days net 

60 days net (or less) 


deducted directly 
That 


is, no ledger account should be kept for trade discounts. The term 


itself rarely appears in books of account. 
The test of a trade discount is the rate. 


In some lines of busi- 
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ness a discount of 7 per cent is allowed for payment within thirty 
days. This is not a cash discount, for no business house would pay 
that rate for money. Therefore the concern which receives the 
discount cannot credit it to interest. Frequently, moreover, notes 
are given; the 7 per cent is deducted from the face of the bill and 
interest at the rate of 6 per cent per annum is added to the balance 
for the term of the note. This clearly shows that the deduction 
represents a trade, not a cash, discount. 

The distinction, therefore, is based on the answer to the query: 
Is the rate one which is obviously granted for anticipation of obliga- 
tions not due? For instance, the strict enforcement of the discount 
terms “2 per cent ten days, net thirty days” indicates that the 2 
per cent is an earning and not a deduction from the purchase price. 
As a general rule any discount in excess of the terms just mentioned 
may be treated as a trade discount. 


CASH DISCOUNTS ON RETURNED Goops.—When cash discounts 
have been taken for prepayment and the buyer returns part or all 
of the goods, there would be little criticism if the refund were on the 
basis of the net payment. On the other hand, ordinary commercial 
usage does not permit refinements in terminology and the term 
“cash discount” is mterpreted rather broadly. If it actually is a cash 
discount, the goods themselves have cost the gross amount and 
when returned, the refund should be the gross amount. 

When trade discounts are involved, they should be calculated on 
original gross prices and not on amounts which have been reduced 
by cash discounts. 

A somewhat similar situation arises when both a special discount 
and a regular cash discount are allowed. It seems to be the general 
rule that the deduction of the special discount is from the net amount 
of the invoice after the deduction of the cash discount. 


Realizations from items previously charged to income,— 
Among the miscellaneous items of income which may be found in 
almost any business, and to which the auditor should pay particular 
attention (chiefly because such attention may not be expected), are 
realizations from assets made subsequent to the time when such assets 
were charged off to income as uncollectible. The procedure is not so 
difficult as it appears at first sight, because the number of debits to 
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income over a period of years is not usually very great. Moreover, 
since only a small proportion of these items can, in any event, admit 
of a subsequent realization, it is not much of a task for an auditor 
to analyze the “possible” items and scrutinize them solely to ascertain 
probable or possible collections. 

Customers’ accounts are the most prolific source of delayed reatts 
zation because they are often written off after bankruptcy proceed- 
ings are instituted, and before the final dividend is paid. 

Some bankruptcies extend over a long period of years, so that 
every such account written off should show beyond any doubt that a 
final dividend has been received. Where accounts have been written 
off without any evidence that bankruptcy proceedings were ever 
started, the written authority for such action should be submitted to 
the auditor. 

It is the usual practice for an auditor, after examining the ac- 
counts receivable and preparing schedules of overdue accounts, to 
discuss the overdue accourts with the employee most familiar with 
them (usually the one who handles the ledger) to determine their col- 
lectibility. Perhaps the auditor is informed that certain overdue 
accounts are uncollectible or that a dispute exists, and it may be 
suggested that it is good policy to charge off the items. The auditor, 
wishing to be conservative in his valuation of the assets, readily 
agrees with the bookkeeper to the charging off of these accounts. 
There is a possibility that many such accounts may be good, although 
slow, and that collections will be received during the subsequent 
period. Where the employee who handles the ledgers has access to 
the cash receipts there is little to prevent him from pocketing part or 
all of these collections. This fact should be called to the attention of 
the management as it would be exceedingly difficult to detect any such 
action. 

When items previously charged off are collected the net proceeds 
should be credited to current income, unless the amount is extraordi- 
narily large and in that case the credit would be to surplus. In a 
restatement of the operations of prior years an adjustment should 
be made for the extraordinary item. 

Following the same principle, when customers’ accounts are 
charged off it is not good practice to attempt to allocate the losses 


to the period of sale when the sales were made prior to the current 
period. 
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Stocks, bonds, loans receivable, and similar items are sometimes 
written off before the properties or persons responsible are finally 
adjudicated bankrupt or otherwise definitely declared to be hopeless. 
This line of inquiry does not require much time but experience has 
proved its worth. 


Sales of building lots.—In the audit of a land or real-estate com- 
pany, it should at once occur to the auditor that he must look carefully 
for receipts from sales of building lots. Now the last places to 
examine are the receipt side of the cash book and the sales book or 
other record of the sales. Yet when he asks for a record of sales, it 
is these to which he is directed. At least nine out of ten times the 
client expects him to take these records as starting points rather 
than to consider such a record as a goal toward which he is working. 

There probably never has been a land company which did not 
issue a map of its property nicely marked off into lots with a number 
and block for every lot. What is simpler than for the auditor to 
take a map and one of the printed price lists usually available and 
proceed to account for every lot? All lots sold for less than list price 
should pass inspection by a duly authorized officer. All lots not ac- 
counted for as sold should be on the “for sale’’ list or else specified 
as being set apart for particular purposes. These purposes should be 
evidenced by resolutions of the board of directors or other authority 
properly expressed. 

As most lots are sold on the instalment plan, the auditor should 
look for collections of interest on the deferred instalments and should 
require that every such item be accounted for. 

Thus through the rather simple process of most business enter- 
prises it is possible to think out the sources of revenue instead of 
using the books as a guide. By so doing the auditor avoids the 
danger of being influenced by the entries shown therein and thus of 
losing sight of the fact that those entries are not all which should 
appear. 


Services and other charges billed in advance.—Verification 
of income from subscriptions or other items representing charges 
for services or goods to be furnished or delivered at regular inter- 
vals, requires careful examination of the amount charged in order to 
determine what part of it has actually been earned. For instance, 
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suppose that a contract is made on January 1 to furnish a monthly 
service for, say, $600 per annum, which is to be collected in one 
amount. Let us assume that on March 1 the amount is still uncol- 
lected. There is then an account receivable of $600 against which 
there should be set up an allowance of $500 for that part of the con- 
tract which is unearned on March 1. In this case the situation does 
not possibly justify stating the transaction net, as an account receiv- 
able of $100. 


Income from corporation’s own issues.—Oftentimes the securi- 
ties of a corporation, such as bonds and notes, are purchased for the 
account of the issuing corporation by trustees, to whom the corpora- 
tion transfers funds under sinking fund or other trust agreements. 
For purposes of accounting between the corporation and its creditors 
it is necessary to treat such a transaction, including the income from 
the securities purchased, as if the corporation were dealing with 
securities not issued by itself. The procedure must, of course, be 
governed by the terms of the agreement. Usually the income is 
added to the funds in the hands of the trustees and does not return 
to the corporation’s own treasury. The benefit to the corporation lies 
in the discharge of its obligations. 

Aside from the contractual obligations existing between corpora- 
tion and trustee, such transactions require attention from the point of 
view of good accounting practice. A corporation cannot receive in- 
come from itself; therefore, interest on its bonds which is paid to 
trustees who hold the title to the bonds for the sole account of the 
corporation which issues them, is a payment and receipt of interest 
only in so far as the trustees are concerned. “This point is of impor- 
tance in tax and other questions. There should be no great difficulty 
in settling any specific question so long as no attempt is made to 
treat corporation and trustees as separate entities, except in so far 
as the agreement between them is concerned. 


PURCHASE BY CORPORATION OF ITS OWN BONDS AT A DISCOUNT.— 
When a corporation purchases its own bonds at a discount it is clear 
that the retirement of the bonds discharges a liability at less than 
book value, with a resulting credit to surplus. 

The conditions precedent are purchase and retirement. A cor- 
poration which buys some of its bonds in the open market at less 
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than par and elects to carry them at cost as marketable investments 
and has no intention of retiring them cannot claim to have realized a 
profit. When there is no expectation of resale the difference between 
par and cost may be credited to capital surplus. 

Even when an obligation has been discharged at less than par the 
courts have held that no taxable income has been realized.” 


Other income.—Miscellaneous income should be carefully veri- 
fied. The auditor should ascertain whether any scrap or discarded 
plant items have been made available for sale. If so, he should 
ascertain whether the articles have been sold and the proceeds re- 
corded. Where such items are on hand at the close of the period, they 
should be inventoried to prevent the possibility of their being over- 
looked. 


Donations and contributions.—The receipts from donations and 
contributions should be examined carefully. The annual report is 
of material assistance in the verification of these receipts, since the 
names of the donors, and usually the nature and amount, are gen- 
erally detailed. If the report is not published until after the audit, it 
is desirable that the auditor verify the proof sheets of the annual 
report prior to the final printing. Some institutions have numbered 
receipt forms in duplicate and there is an invariable rule that a 
receipt should be prepared for each donation. This facilitates the 
verification of donations. 

Many institutions and welfare organizations secure funds 
through well-planned campaigns for subscriptions or pledges to be 
paid in instalments covering, in some cases, a period of years. , The 
auditor should examine closely into the pledges which purport to be 
canceled. There should be evidence in writing from the sub- 
scriber or from some committee or some official in authority justify- 
ing the cancellation. 


2 Bowers v. Kerbaugh-Empire Co., 271 U.S. 170. 
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Auditors have given altogether too much attention to the forms 
and evidences of payments and too little attention to the purposes 


of the payments and the content of vouchers. 


In many, perhaps 


most, cases of fraud, routine methods are followed and standard 
forms are used; the dishonest person is more concerned with for- 


mality than is the honest person. 


It is not likely that many persons 
574 


Ch. 27] DETAILED AUDIT—PURCHASES AND EXPENSES 575 


will attempt to defraud by the use of obviously insufficient vouchers. 

Therefore, the best advice regarding the verification of expendi- 
tures is to subordinate form and devote special attention to the pur- 
pose and the necessity of all payments. 


Vouchers 


It must be admitted that the examination of vouchers is necessary 
and valuable, but with respect to relative importance, such work 
should be placed toward the end of the list. If a careful comparison 
of vouchers with cash books would disclose improper or extravagant 
purchases or expenses, the very considerable work involved would 
be justified; but unfortunately the ordinary voucher, so-called, is 
usually little more than a receipt for a given sum of money and is 
of so little practical use that many concerns never insist on vouchers 
nor do they preserve them when they are furnished. 


Procedure.—Of course, this is a matter which should not be dis- 
cussed with anyone whose accounts are being audited. Where 
vouchers are taken, an auditor should call for vouchers covering all 
payments and require that they be arranged in order to correspond 
with the cash book entries. He should not allow it to be known 
that there is any probability of his not checking any part of the 
vouchers, or else it will be difficult to obtain them arranged in proper 
order. If a check bears on its face or back any indication of its 
purpose, it is the best receipt for money paid that can be obtained. 
If it bears no evidence of its purpose, but can be readily identified 
with a particular bill or invoice, it still is a better voucher than a 
receipted bill. The comparison of vouchers with a cash book without 
the identification of the entries in the cash book with the check is 
worse than negligence; since the sole purpose of vouching cash is to 
ascertain, as nearly as possible, that the payments represent an 
equivalent in value to the payers and that the equivalent—that is, the 
discharge of a like liability—is received when the cash is paid. A 
mere receipt for so much money, which can readily be forged, is 
poor evidence of a legitimate payment; but a paid check, properly 
indorsed and otherwise identified as representing the payment of a 
definite liability, is pretty fair proof that the money has reached a 
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creditor. If the auditor follows it up by careful scrutiny of the 
documents supporting the check, he is on the right track. 

When books are kept on the accrual basis (which applies to the 
great majority of business concerns, but to relatively few non-busi- 
ness organizations) and a voucher record or purchase book is used, 
the auditor compares the approved invoices with the voucher record 
or purchase book and the paid checks with the cash book. 


Paid checks as evidence.—It must be remembered, however, 
that a paid check unsupported by other documents is not conclusive 
evidence of the propriety of a payment. This is well illustrated by 
the following instance in the author’s experience: 

The accounts of a district school board which had passed out 
of existence were to be audited. Only a small amount of funds 
was handled. The total collection of taxes for district school pur- 
poses was about $15,000 per annum. The records submitted to the 
auditors were fairly complete, with the exception that no paid bills 
were turned over to the new board. The paid checks, however, were 
intact, the cash book well kept, with some attempts at classification 
of expenditures, and the minute book contained complete lists of 
all the bills approved for payment by the board at its meeting. 

Every disbursement recorded in the cash book was found to 
be supported by a paid check, and all the payments had been duly 
authorized by the board. Most of the payments were of moderate 
amounts. Thus far everything appeared to be in order. Practically 
nothing had been seen to arouse the auditor’s suspicions. Several 
payments, each for a little less than $150, had, however, been made 
to a wholesale drug house and to a pharmacist, respectively. The 
auditors could not think what articles aside from sponges would be 
purchased from these sources, and decided to obtain duplicate bills 
in order to ascertain the nature of the articles purchased. The re- 
quest for such bills was in both cases met with the reply that no 
payment of the amount mentioned had been received from the school 
board. Further investigation developed the fact that the indorse- 
ments on the checks had been forged, which fact the auditor could 
not have determined from an examination of the checks themselves 
since they bore evidence of having passed through the bank in the 
usual way. It finally developed that the indorsements had been 
forged by a member of the school board. 
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One of the surety companies has sent out a circular letter calling 
attention to fraud arising out of the embezzlement of funds by 
forging the indorsements on checks ostensibly drawn to pay creditors. 
The circular said “our claim department’s records are filled with 
similar cases.” 

With these things in mind the auditor must be vigilant in the 
examination of paid checks and purchase vouchers. Duplicate pay- 
ments may arise from mistake or fraud. Careful scrutiny of the 
notations by various clerks may detect overcharges, and other bases 
for claims which have not been followed up. 

The contents of vouchers are more important than mere evidences 
of payments to someone. 


SCRUTINY OF INDORSEMENTS.—Paid checks should be scrutinized 
by the auditor to detect possible alterations after signature, either 
before or after payment by the bank. Any checks drawn to the 
order of bookkeeper, cashier or other employee, or for pay-roll, 
New York draft, etc., should be investigated and adequate support 
be obtained for these disbursements. Particular attention should be 
given to checks drawn to the order of vendors and apparently cashed 
from the petty cash or other funds. 

A cashier drew checks to the order of fictitious persons for 
fictitious bills for supplies, presenting the checks so drawn to the 
bookkeeper who presented them to the treasurer, with his approval. 
The treasurer affixed his signature and returned them to the de- 
faulter to be forwarded to the payees. The cashier then forged the 
indorsements and collected them either through her own bank ac- 
count, or placed them in the cash drawer of the employer, withdraw- 
ing an equal amount in cash in lieu thereof. There were approxi- 
mately 250 separate items of theft in this case, and although checks 
bore the indorsement of the defaulter, as she deposited them to her 
own credit, the defalcation was not discovered for over a year. 

In another case an officer withdrew by checks large amounts for 
his personal use. The items were not entered in the cash book. 
During the last month of the fiscal year he entered in the cash book 
three amounts, the aggregate of which agreed with his total with- 
drawals, and he charged the amounts to certain accounts. The cash 
book and check book thus were brought into agreement. The auditor 
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did not compare the paid checks with the cash book. He was con- 
sidered to be negligent in the performance of his work. 


CERTIFIED BILLS AS EVIDENCE.—Furthermore, even a bill certified 
as to receipt of the articles shown thereon, approved for payment 
by the authorized officials, and evidenced as to actual payment by an 
indorsed check which has passed through the bank in the regular 
manner, may not be conclusive evidence of the honesty of a transac- 
tion. Another school board (not the one mentioned in the preceding 
paragraphs) had purchased a piano for $450. The documents sup- 
porting the payment were all in regular order, and the piano itself 
was in existence as proof of the fact that the article charged for on 
the bill had actually been received. The auditors, however, made 
a personal visit to the store where the piano had been purchased and 
without revealing their identity made inquiries as to the prices of 
various styles of pianos. They were offered exactly the same style 
of piano for which the school board had paid $450 for $275, and this 
without any “haggling” over the price. The piano concern later ad- 
mitted that when it received the school board’s check for $450, it 
(the piano concern) paid $200 in currency to the bearer of the check. 
Of course, the “refund” never found its way back into the school 
board treasury. 


WHEN PAID CHECKS ARE SUFFICIENT.—In small concerns many 
items of payment are posted direct to expense and other general 
ledger accounts. The vouchers for such items should include com- 
plete evidence of their genuineness. The best vouchers for pay- 
ments posted direct to personal accounts are the paid indorsed checks, 
because the credit side of the personal ledger accounts will have 
been compared with the original invoices; consequently, very little 
evidence of the discharge of the obligation is required. 


Purchase invoices.—The bill or invoice should bear on its face 
all marks or initials needed to indicate that the goods or materials 
were received in proper quality and quantity; that they were as 
ordered, which includes an approval of the price, provided it was 
recorded at the time the order was given, or an approval by a re-. 
sponsible and authorized official if the price was not fixed in ad- 
vance; that if the quotation was “delivery free,” freight was not 
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paid, or, if paid, has been charged back to the vendor; that where 
custom permits or any other indication appears of a cash discount 
being in order, it was deducted ; that in all other respects the purchase 
was in order, including the checking of the calculations, the nota- 
tions as to the department or account to be charged, etc. 


TEST OF PURCHASING DEPARTMENT.—Many large establishments 
have purchasing departments which assemble more or less com- 
plete data comprising quotations on practically all the commodities 
purchased. If the auditor believes it will be helpful he should make 
a test of such records to determine whether the purchasing depart- 
ment appears to be buying at the lowest possible prices. 


ORDERING AND HANDLING MATERIALS.—In a manufacturing plant 
the verification of the inventory is one of the most important tasks 
of the auditor. Reference should be made to the instructions relating 
to this part of his work given in Chapters 8 and g. Particular atten- 
tion should be given to the methods of handling materials. The sys- 
tem of purchasing and receiving, including the method of checking 
invoices as to quality, quantity and price, should be thoroughly ex- 
amined. Freight charges to be paid by the vendor should in every 
case be deducted from the payments for purchases. All allowable 
quantity and cash discounts should be claimed. Only the net cost is 
used in pricing the inventory of raw or purchased materials, and of 
material included in the finished product. 

The system of storing material should be investigated as well as 
the methods of receiving, handling and issuing material. The man- 
ner of recording these activities should be carefully reviewed. It is 
not only essential that all material be included in the inventory, but 
that there be neither duplications nor omissions. In a large plant 
the maintenance of a perpetual inventory is almost indispensable, both 
as a record of material on hand and as a guide to the purchasing 
department. 

Not only the value of the inventory, but the proportion of a manu- 
facturer’s assets so tied up, is of interest to the banker, as well as to 
the manufacturer himself; and for this reason the auditor should 
study the methods of the purchasing department together with those 
of the stores department, to be sure that they are properly correlated. 
The purchasing department should see that contracts for materials 
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are entered into and fulfilled in such a manner as to insure the con- 
stant presence of sufficient quantities for manufacturing purposes 
without tying up the concern’s capital unnecessarily. Balanced inven- 
tories should be the aim. The auditor should also ascertain that all 
commitments entered into by the purchasing department have been 
properly recorded. If the forward commitments are large or at 
prices in excess of current market values, such facts should be set 
forth fully upon the balance-sheet. 


INTERNAL CHECK.—TInquiry should be made as to whether the 
receiving clerks keep an independent record of all goods received ir- 
respective of invoices, and whether the subsequent comparison of 
these records is carried out intelligently and completely, or not. 

These invoices should be thoroughly tested to ascertain the in- 
ternal method of checking their accuracy; but the auditor should 
never, as a matter of course, attempt to verify the whole of the pur- 
chase vouchers unless he has a further purpose in view than to 
“audit the books.” In a large concern the auditor does not think of 
examining every purchase invoice. He makes copious tests and, if 
nothing suspicious is discovered, is willing to certify that the ac- 
counts are correct. An auditor should not inspect every voucher, 
even in a small establishment, unless there is some special reason 
for doing so. 


What vouchers to examine.—There are many more important 
things to do in an audit, and the time spent on vouchers must bear 
a proper relation to the time used for other purposes and to the fee, 
if the latter is to be fair to both auditor and client. Some books and 
articles on auditing recommend the examination of all vouchers. 
These books, however, are not based on successful experience or 
upon a proper realization of the service which the client is entitled 
to receive. 

If a system of internal check is in force, it is not necessary to in- 
spect every invoice; a complete test should be made to see that there 
is a strict compliance with the rule heretofore mentioned, but this 
test is completed by selecting, say, three or four months out of twelve 
and examining each item, always including the last month of the 
period. The auditor should then look over the cash book very care- 
fully for the other eight or nine months, and in connection with his 
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analysis of the ledger accounts he can note any unusual or suspicious- 
looking item and call for the voucher covering it. This obviates the 
necessity of checking the mass of documents which, he has satisfied 
himself by his general test, represent purchases for the proper and 
ordinary purposes of his client. The scrutiny of the ledger accounts, 
or analysis if necessary, is important if charges have been made to 
plant accounts. These must always be supported by proper vouchers. 


ILLUSTRATIONS.—In a bankruptcy case it was found that the pro- 
prietors had personally withdrawn large sums and had made it appear 
on the books that equivalent amounts were expended for merchan- 
dise. Checks and cash received from customers were entered in the 
cash book and from them credits were posted to customers’ accounts. 
The remittances themselves were deposited, not in the company’s 
regular bank account, but in a bank in another state. This latter 
bank account was used for the personal benefit of the proprietors. 
To keep the company’s bank account in balance, regular checks were 
drawn to the order of fictitious creditors, to agree with the entries in 
the cash book for the customers’ checks. These were indorsed, taken 
to the bank and deposited in the regular account. The creditors’ 
accounts were debited with the cash purported to be paid to them, 
and credited with the fictitious purchase items. 

In a defalcation amounting to over $20,000, the cashier, in order 
to conceal the embezzlement of cash sales, drew checks to legitimate 
creditors for amounts due, and entered the payments in the cash book 
$1,000 in excess of the correct amounts. The fraud would have 
been discovered by comparing the check stubs with the cash book, or 
by vouching all payments. Usually, however, the cashier selected but 
one or two months in each year for the fraudulent entries, so that an 
auditor who selected a few months’ work out of the twelve for a test, 
might overlook the dishonest entries. The cashier’s procedure was 
as follows: 

The bank account was first reconciled with the correct amounts 
appearing on the stubs, after which the stubs were raised to agree 
with the larger amounts in the cash book. The fiscal year of the 
concern ended February 28. The sum of $22,800 was covered up 
by entering checks to creditors in the cash book, each $1,000 greater 
than the correct amount: 
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1910, May, one item 
IQII, Jan., one item 
IQII, Oct., two items 
1914, Jan., five items 
1914, Dec., five items 


The cash book balance was carried forward to the beginning of 
the next month insufficient by $3,000. As this would throw the books 
out of balance, the debit footing of the merchandise account in the 
general ledger was increased $3,000. The footing of the “merchan- 
dise purchased” column on the payment side of cash book was raised 
$2,000. The cash book balance was reduced $3,800, and the debit 
item of merchandise purchased, in the journal, was increased $3,800. 
The credit posting to the creditors’ accounts was for the correct 
amount, i.e., $3,800 less than the entry first called for. 


WHEN EXTRA PRECAUTION IS REQUIRED.—In making the test as 
to the sufficiency of vouchers, care should be taken to ascertain that 
bills are made out to the concern under audit and not to its officers or 
clerks. Of course, if the disposition of the things purchased is 
checked, such an irregularity is disclosed. 

The names of the payees may be those with whom the clerks, as 
well as the concern itself, may possibly be dealing. In such cases 
some extra precaution should be used in examining the original in- 
voices. For instance, a check drawn to the order of and indorsed 
by a department store or a tax collector is not sufficient evidence as 
to the propriety of the payment. If original invoices of this nature 
are said to be missing, duplicates should be requested and the auditor 
should not be put off with any excuse. 

It is important to know not only that the entries purporting to 
represent purchases made are proper, but that all invoices for pur- 
chases actually made have been entered previously to closing the 
books. This can be tested quite satisfactorily where there is adequate 
system of recording purchase orders issued, of keeping record of 
incoming goods, and of checking invoices against order and receiving 
records. The comparison of creditors’ statements with the accounts- 
payable record should under ordinary circumstances also enable the 
auditor to detect the omission of purchase invoices. 
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IrtsH Wooten Mitt case.—In the case of Irish Woolen Mill 
Company, Lid., v. Tyson and others,! the auditor was held liable for 
negligence because he failed to detect the intentional omission of pur- 
chase invoices when the books were closed and the subsequent entry 
of the invoices in the following fiscal period. The purpose of the 
company’s secretary was to make a better showing than its opera- 
tions and financial condition justified. The court held that the audi- 
tor, who had made monthly audits for a number of years, should 
have had his suspicions aroused by the fact that invoices were charged 
into each period which, according to their date, belonged in a previous 
period, and that had he then made the investigation which this sus- 
picious circumstance called for, the fraud would have been detected. 


MIssING VOUCHERS.—These are a source of much needless work 
to many auditors. If in an audit no evidence whatever of fraud is 
found, and if the payments for which vouchers are not submitted 
appear in every way to be regular, it is usually a waste of time to list 
them in detail. When the vouchers consist of receipted invoices 
they may not be found, as receipted bills are often not returned or are 
mislaid or lost in the mails. Usually an unreceipted invoice support- 
ing a paid check is a better voucher than a receipted bill purporting 
to have been paid in currency. 

No specific rule can be formulated for treating missing vouchers, 
but the author wishes to go on record as opposed to the contention of 
some auditors who regard this point as a very serious one in every 
audit. The experience of the author confirms his belief that where 
a cashier enters an irregular or wholly fictitious payment, he is always 
sure to have a good looking voucher to cover it. 


Vouchers for payments charged directly to expense accounts. 
—Whenever payments are made for expenses, wages, and similar 
purposes, and there is no ledger account with the payee, great care 
must be taken to ascertain that the amounts have not been overstated, 
either by fraudulently raising the figures on the bill or memorandum 
or by entering a larger amount in the cash book than the voucher 
represents. The vouchers for such items should include complete 
evidence of their genuineness. 


Acct. L. R., 1900, p. 13 (Irish Court of Appeal, January 20, 1900). 
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Petty cash.—Vouchers are often altered and petty-cash payments 
are frequently the subject of manipulation. Junior clerks see how 
easy it is to hand in a memorandum calling for $10 postage when $5 
is all that is necessary, or, in fact, used. Having done this, they 
gradually extend their field of operation until large sums are ab- 
stracted. Postage or mail books are in general use in England, and 
if more generally adopted here would save many a boy from the 
penitentiary. It is a grave responsibility for any employer to permit, 
or any auditor to approve, a loose or inefficient system for handling 
petty cash, postage, etc. 


ProcepuRE.—In view of the informality of petty-cash vouchers, 
the auditor’s best protection is to have some responsible person scru- 
tinize the payments, rather than the vouchers themselves, and indi- 
cate his approval by initialing each page or each month of the petty- 
cash book. The whole question of petty-cash vouchers is one which 
calls for the exercise of good judgment rather than the application of 
fixed rules. The auditor should take this view of it rather than feel 
that it is merely a matter of comparing pieces of paper with certain 
entries on the payment side of a cash book. 

There is no great objection to examining every voucher if the 
concern is not too large, if the auditor has plenty of time, and if he 
does it properly; but he should relegate the inspection of vouchers 
to its proper place and, if pressed for time, he should attend first to 
more important matters. 

If a test is considered sufficient, the auditor may verify all of the 
vouchers for a certain period, or all vouchers exceeding a certain 
amount for the entire period. 

It is important that the records of the petty cashier be verified 
periodically by an “outside” auditor. In a recent case the manager 
of a cafeteria maintained by the corporation for its employees, was 
intrusted with a small fund for the purpose of paying the current 
expenses of the cafeteria and of cashing small checks. He was sup- 
posed to deposit in bank daily all receipts in excess of the original 
fund so that only the amount originally turned over to him would 
remain in his hands. An officer of the corporation induced the 
manager to cash his personal checks from the fund and to hold the 
checks undeposited. This continued for a period of ten months, 
when, upon an investigation, it was found that the manager was hold- 
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ing over thirty worthless checks, the loss aggregating an amount 
almost three times as much as the manager should have had in his 
hands at any one time. 


IMPREST SYSTEM FOR PETTY CASH.—There are numerous ways of 
handling petty cash, but unfortunately most of them provide little 
or no check upon the cashier and afterward furnish no evidence of 
the faithful discharge of his trust. 

The method of charging all petty expenditures in a lump sum to 
an expense account known as “petty expenses” is a most common one, 
and one that is highly undesirable. Fraud thereunder often occurs. 
The older method of paying such expenses out of incoming cash or 
out of cash received from cash sales, frequently without making any 
entry whatever, is still worse. 

The most satisfactory method is that known as the “imprest” 
system. The petty cashier is provided with a fund of $100 or $500, 
or whatever amount is necessary to meet the average expenses of two 
weeks or a month. This amount, when paid to him, is charged to 
an account in the general ledger known as “petty-cash fund” and 
stands undisturbed from month to month. 

The petty cashier keeps a cash book provided with a column for 
each of the principal expense items, such as office supplies, factory 
supplies, postage, stationery, and printing, etc. He continues to pay 
from his cash fund until the balance gets low, or until the end of the 
month, when he rules off his book, presents it to the cashier together 
with his vouchers, and receives in exchange a check for the exact 
amount of his expenses. This plus whatever cash balance he has left 
equals the original petty-cash fund. The general cashier in recording 
the check on his records does not charge “petty cash”; instead he 
charges the various expense accounts direct, posting from the foot- 
ings of the columns in the petty-cash book. 

Sometimes a loose summary sheet to which the vouchers are at- 
tached is used. On this they are entered in detail. This system does 
away entirely with the petty-cash book. The summary sheet and 
supporting vouchers become the authority for the issuance of a re- 
funding check to the petty cashier. 


Journal vouchers.—Vouchers should be submitted for all journal 
entries and the auditor need not announce in advance how many of 
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them he intends to inspect. If formal vouchers have not been taken, 
the journal should be read over carefully and all entries for which 
authority should have been secured should be pointed out as requir- 
ing proof, 

The journal can be used fraudulently by making in it fictitious 
or irregular credits to customers or other personal accounts to con- 
ceal the misappropriation of cash collected therefrom. To detect this, 
all credits to customers for allowances, returns, etc., and all accounts 
charged off as bad should be approved by some authorized official. 
‘If no such approval appears, the auditor should ask that the journal 
entries themselves be initialed. Other credits to personal accounts 
are made for salesmen’s expenses, etc. These should be verified in 
the same manner as cash vouchers. 

Well-managed concerns now supply their salesmen with a fixed 
fund, and payments for expenses cover the exact expenditures during 
a given period. This obviates the necessity for paying out round 
sums after the first item. Subsequent payments can be charged 
direct to the proper expense account and thus journal entries are 
obviated. 

Transfers from one account to another may be for the purpose 
of fraudulently increasing one account or decreasing another. 

The experienced auditor need not spend much time on the journal, 
since a careful glance over the pages will develop any entries which 
require explanation. The inexperienced auditor should examine the 
entries carefully and call for documentary evidence to support items 
which by any chance might be irregular. 

There is a growing tendency on the part of bookkeepers to use a 
printed form for journal vouchers which serves in most cases as a 
memorandum from which the actual book entry is made. Conse- 
quently, every entry is duplicated. One, however, is called a 
voucher, although it may not be approved or have attached any evi- 
dence of its authenticity. If such a form is used, any papers or 
documents relating thereto, such as original correspondence from 
attorneys stating that an account is worthless, etc., should be attached. 
If founded on the action of a committee or board of directors, ref- 
erence should be made to the page of the minute book where re- 
corded. If reference is made to a contract or agreement, the file or 
location of the original document should be stated. 
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Cancellation of vouchers.—Instances are known where dishonest 
clerks have used old vouchers to support fictitious duplicate pay- 
ments, altering the dates thereof. It is important that an auditor 
mark a voucher in such a way that it cannot possibly be presented 
or used again. 

If clients insist that the auditor must not mark or deface the 
vouchers, it is difficult to guard against their being presented again, 
with a change of date, for instance. In view of this possibility the 
auditor should scrutinize the vouchers very carefully and lay aside 
for special investigation any which bear signs of alteration. If pos- 
sible, all vouchers for the period under audit should be retained in 
the custody of the auditor until all have been examined. If vouchers 
are numbered consecutively and if the auditor keeps a memorandum 
of the serial numbers of those examined, subsequent attempted du- 
plication may thus be disclosed. 

The best method of cancellation is to use a rubber stamp bearing 
the name of the auditor and the initial or number of the assistant 
in charge of the audit. Some auditors use a conductor’s punch. 

The book entries should be marked in some distinctive way to 
indicate that a voucher therefor has been compared with the entry, 
and, since the voucher may be more or less incomplete, it is wise to 
use different marks or initials to indicate the kind of voucher sub- 
mitted. Each auditor should select his own marks. It is advisable 
to change them from time to time as the client’s clerks become fa- 
miliar with the marks and with the procedure of a routine audit. 


Miscellaneous Expenditures 


It is reiterated that substance, not form, is the keynote of the 
verification of expenditures. There will now be discussed some of 
the major classes of costs and expenses. In passing upon them 
intelligently rather than mechanically, the auditor has an opportunity 
to render constructive service. 


Repairs and renewals.—In the audit of a large manufacturing 
establishment this is the most troublesome account which the auditor 
is called to pass upon. 

The underlying purpose of the audit of expenses is to ascertain 
as far as possible that an equivalent is received for the liability as- 
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sumed, but the improper application in the books of the expenditure 
for repairs and maintenance may upset the accuracy of a balance- 
sheet in spite of the fact that value is received for the liability as- 
sumed. That is, the expenditure for repairs or for renewals may 
be charged to plant or some other asset account instead of to current 
operating expenses, thus inflating the assets on the one hand and the 
profits on the other. It must be kept in mind constantly that tacit 
conspiracy usually exists to bring about this very result, and so the 
auditor is apt to find strong forces arrayed against him as soon as an 
accurate accounting for maintenance items is begun. 

In some plants the necessity for repairs and renewals is so con- 
stant that the aggregate cost appears at about the same figure from 
year to year. In other plants the item is a fluctuating one. In the 
latter case there is no objection to setting aside a fixed annual sum 
based on the average over a period of years, and charging against the 
account the actual expenditures for repairs and renewals. 

Care should be taken, in establishing such a policy, to commence 
it when repairs are under the average. The balance unexpended at 
the end of the first year should be carried over as an unused allow- 
ance, and at no time should the account show a debit balance or be 
carried as a deferred asset. If the account shows a debit at any time, 
the debit should be transferred to income, or the periodical credits 
to the account increased. 

The ordinary manager, superintendent, or foreman seems to feel 
that it is a reflection on him individually or on his department to 
incur any considerable expense on renewals and repairs. He knows 
this will increase his cost of operating. He knows, too, that an item 
charged to an asset account will not be charged against him; so it is 
no wonder that an analysis of plant accounts sometimes discloses 
remarkable items which are in no sense of the word betterments, but 
current maintenance. 

In order to make a complete audit of items which should be 
charged to repairs, the charges to plant accounts must be analyzed. 

There are exceptions to the usual rule that all new equipment 
should be capitalized and the old equipment which it replaces be 
charged off. In some businesses such as coal mining this may not 
be the case. The original cost of machinery and equipment necessary 
to start and keep a mine going under normal conditions is capitalized 
and an allowance is set up based on production each year, which it is 
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estimated will wipe out the asset in due course. When repairs and 
renewals are made, they are immediately charged to expense for 
that year. In large companies it is hard to find the cost of any par- 
ticular mining equipment as it is moved about frequently. This 
being the case the companies do not attempt to charge off old equip- 
ment and set up the new, but they charge off the new to maintenance 
at once. They also take the stand that the new equipment will not 
materially increase their production. 


RENEWALS NECESSITATED BY INADEQUACY.—When new buildings 
or equipment are substituted for old, before the old buildings or 
equipment have been fully depreciated, the book cost of the new 
must not include the residual value of the assets discarded. In es- 
timating the cost of new projects, losses due to abandonment before 
effective life has expired usually are taken into consideration. The 
abandoned plant, however, cannot benefit any subsequent period, 
therefore the application of the rule that deferred items must carry 
a benefit prevents the capitalization of the residual values. Also, 
from another point of view, it is not proper to capitalize past losses ; 
competing concerns making new installations of identical plant will 
have a lower book cost and lower depreciation charges than the con- 
cern which capitalizes abandoned plant. The subject must be dealt 
with under the reasoning that the combined depreciation and obso- 
lescence allowances of the original cost were too low, otherwise the 
book value of the abandoned plant would be written off. Failure 
to provide adequate allowances is a mistake of the past and must be 
charged off when discovered. It is not fair to future operations to 
carry over the mistakes of the past. 


CERTAIN REPAIRS ARE CAPITAL EXPENDITURES.—Although it is 
an accepted rule that repairs and all other expenses of maintenance 
should be charged against income, an exception to this rule is found 
in cases where partly worn-out or run-down plants are purchased 
with the intention on the part of the new owners to rehabilitate them 
so that they can be operated efficiently. It may be assumed that the 
purchase price takes the poor condition of the plant into considera- 
tion, and in that case the entire cost of repairs and renewals neces- 
sary to bring the plant to a satisfactory operating condition may 


properly be capitalized. 


« 
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Allowances and returns.—There are two very good reasons for 
a careful scrutiny of all credits to customers. The first is that by 
means of unauthorized credits fraud may be concealed. That is, cash 
collected from a customer is not accounted for, and subsequently, 
to avoid discovery, the ledger account is closed by an entry which 
indicates that goods have been returned or that an allowance has been 
made. 

The second reason is that in the absence of fraud there may be 
carelessness both in the manner of granting credit for allowances 
and returns and in the record thereof. For instance, some automo- 
bile dealers deduct freight from credits for returned defective parts ; 
others do not. To a dealer doing a large business this makes a 
difference of several hundred dollars a year. . 

In some concerns full credit is not given when goods are returned, 
simply because an overstock exists. In others, there is little or no 
check on the returns and full credit is allowed. 

The auditor should therefore examine the record which has been 
kept and ascertain that so far as possible the entries are approved 
by some responsible official and that no abuse has been made of 
the return privilege. In order to test the integrity of the entries, 
it may be desirable to call for the correspondence in connection with 
a certain number of items. 

Goods returned are not purchases, but deductions from sales, but 
so far as stock records are concerned they should be treated like 
purchases and tests should be made to see that the entries in the 
return book are posted to the stock sheets as regularly as those in 
the purchase records. Otherwise an opportunity may be afforded to 
a stock clerk to ship goods without accounting for them. 

Separate columns should be kept in the allowance and return 
book, since allowances may or may not be posted to a separate ledger 
account, whereas returns are always deductible from sales. 

The newspapers recently reported a case wherein it appeared 
that the bookkeeper of a baking company had manipulated his books 
by crediting customers with excessive returns. The following is the 
police account, in part: 


He (bookkeeper) left the firm the early part of this month, and 
when his books were examined, the firm found a shortage of more than 
$1,500. He admitted entering in the books to the credit of customers a 
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greater number of loaves of bread daily than were actually returned by 
the firm’s drivers. 


PURCHASE RETURNS.—The return of goods which have been pur- 
chased and received is no part of the normal conduct of a business. 
For this reason, when goods are returned because they are defective 
or unsatisfactory, or because they were not ordered, etc., the record 
of such returns is not always a permanent or satisfactory one. 

In most cases dependence is placed on a memorandum made on 
the original invoice. If made before the invoice is entered on the 
books, it is practically sure to prevent payment, but sometimes the 
invoice will have been entered, and if care is not taken, the account 
will be paid in due course without making any deduction for returns. 
The best preventive of such omissions is to have a good-sized book 
labeled plainly, “Returned Purchases,” in which is entered a memo- 
randum covering every return. This book should be compared with 
the purchase books regularly to prevent errors in payments. 


CoNTAINERS.—In many lines of business shipments are made in 
bottles, boxes, barrels, or other forms of containers, which have a 
residual value. The test of this residual value is the cost of the 
container, its durability, and the expense of return. When no charge 
is made for the container and credit is allowed for it when returned, 
such return is equivalent to a purchase, provided the allowance is not 
more than the open market price. If the credit is at a higher price 
than the market, the excess is clearly a deduction from sales. If 
credit is passed only upon return and if the allowance is not more 
than cost, no record need be kept of those outstanding, since it 
makes no difference whether or not they are returned. If a separate 
charge for containers appears on the invoices and if the information 
is of value, it is possible to keep track of the aggregate charged for 
and the aggregate returned without difficulty. 

In case of kegs, crates, syphons, etc., for which no charge is made, 
but which must be returned, the most common, and probably the 
most satisfactory, method of handling is to note the quantities in the 
sales book and post the items to the customers ledger, in which a 
special column should be provided on both debit and credit sides. If 
this system has not been in force, a very careful test of the records 
should be made, as errors usually exist which may be unnecessary as 
well as expensive. 
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The method of inspection and of passing credit should have the 
auditor’s attention. If the receiving clerk is careless or inefficient, 
the number of containers returned may not be verified, and damaged 
or broken containers may be passed as in good condition. The clerk 
in charge of the credits should not be allowed to settle the custom 
with respect to prices to be allowed, freight payments, etc. 

If containers are charged to customers at a substantial increase 
over cost, and if permission is granted for return at the same price, 
the auditor must provide an account to cover outstandings when the 
books are closed. The auditor should also consider the question of 
the depreciation of the containers which may be returned as well as 
that of those on hand. 

Where containers are furnished free with an obligation to return, 
it must be assumed that customers treat the obligation lightly and 
that a considerable proportion will not be accounted for, in addition 
to the usual losses and breakages. If feasible, an attempt should be 
made at some convenient time to get an actual inventory of containers 
on hand and within reach which are positively known to be recover- 
able. A comparison of these figures with the book inventory forms 
a sound basis for a depreciation or expense rate. 


Salaries.—In all cases a pay-roll book showing names, positions, 
and salary rates of all employees should be kept. This does not in- 
clude workmen and others whose compensation is referred to 
throughout this book as ‘wages. 

The pay-roll book should be arranged with thirteen columns, to 
cover three months’ time. Each column should be initialed by an 
executive. The cashier should have written authority for each change 
in rate and for each name added. If one check is drawn for an entire 


pay-roll, the auditor should verify the footings of, say, every third 
week. 


DEDUCTIONS FROM PAY-ROLLS.—Some corporations sell shares of 
their capital stock to employees and permit payment to be made by 
means of deductions from salaries or wages. This factor adds to 
the usual examination of pay-rolls the need of tracing such deduc- 
tions to the cash receipts of the company. If the company makes 
its own transfers of employees’ stock and keeps its own stock 
records, the postings of stock deductions should be checked to the 
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employees’ stock subscriptions receivable cards. Signed subscription 
blanks for shares should be traced to the cards to ascertain that all 
subscriptions have been recorded. 


EMPLOYEES’ BONDS.—In considering the question of relations to 
employees, the auditor should always include in his audit program 
the query: “Are all employees who handle funds under surety 
bonds?” If not, they should be. Some employers are lax in this 
respect, others will not incur the expense, and a fairly large class 
dislike to mention the matter to employees who have occupied posi- 
tions of trust for a number of years. 

The auditor should present the importance of such protection and 
point out that the expense is comparatively small, but that the risk 
is a real one. Of course the auditor has performed his duty after 
his recommendation has been considered, and if nothing is done he 
cannot be blamed for subsequent loss. 

It may be, however, that the matter should be given consideration 
at each audit because conditions and employees change. It might 
not be difficult to persuade an employer to adopt a rule that every 
new employee should furnish a bond at the time of employment. This 
means that in time the entire staff would be bonded. In every case 
the employer should pay the premium. 

Many employers find it desirable to insist that practically their 
entire force, including salesmen, furnish a surety bond. The reason 
given is that all of them handle funds at one time or another. It 
makes it easier to demand bonds from cashiers when the rule is 
general, and a lower rate can be secured when several persons are 
covered by one bond. The chief value, however, in requiring bonds 
from salesmen is that the employer is assured that a most exhaustive 
inquiry is made into each applicant’s character and reputation, 
extending back over a considerable period of years. This search is 
far more extensive than an employer can, or cares to, make himself, 
and since such a bond for, say, $500 does not cost more than $2 
or $3, it is well worth a trial. Salesmen are usually intrusted with 
funds to pay traveling expenses, and similar funds are placed at 
the disposal of other employees. 

Inability to secure a bond should be considered a prima-facie 
reason for non-employment, or dismissal, and a good reason must be 
furnished to offset the effect of the refusal of the surety company. 
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It is obvious that a man who cannot furnish a $500 surety com- 
pany bond is not a desirable employee. 


BonD DOES NOT OBVIATE AUDIT.—Employers sometimes think that 
placing an employee under bond in some way obviates the necessity 
for an audit. As a matter of fact, this precaution is all the more 
advisable because a means is provided for recovering the amount 
misappropriated, if a defalcation does occur. The surety companies 
themselves advocate periodical audits. One of the leading bonding 
companies in America, says: 


Frequent, regular, and thorough audits of cash and books of account 
by certified public accountants are unquestionably of the greatest benefit 
to the business man and institution, and should be universally adopted. 

We cannot put what we state abové too emphatically, and it is de- 
serving of the serious consideration of every business man. 


An agent of a surety company wrote as follows in declining an 
application for a bond: 


The employer’s statement says that the applicant’s accounts will be 
examined monthly by an officer of the corporation. The ...... Company 
advises us that this is not, in their opinion, a complete or thorough check 
of the applicant’s accounts, and they would prefer that the accounts be 
examined by a certified public accountant. 


The surety companies frequently quote their minimum rates 
where they find that the books are regularly audited by professional 
auditors in whom they have confidence, and this may represent a 
considerable saving to the assured. 


SAVE oR QuiT!—Another point in connection with the relation 
between employer and employed is that of the financial condition 
of the clerk who handles or has access to funds or personal property 
of value. Defalcations are usually preceded by living beyond one’s 
means, and this fact is frequently known to an employer. There 
are many legitimate and deserving cases where clerks find themselves 
in debt. If honest, they will endeavor to get out of debt by reducing 
their expenses. In any event there is a loss in efficiency wherever a 
clerk is living beyond his means. It is not out of place for an 
auditor to remind his client that the case of any employee who is 
not saving money requires attention. 
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The author has known of cases where one man, holding a respon- 
sible position in an office, failed in his own duty and was the cause 
of his subordinates failing in theirs, because he lived beyond his 
means and his financial difficulties worried him and made him ineffi- 
cient. It would have been cheaper to pay him his full salary to 
stay away from the office. 


Classification of dishonesty by employees.—In dealing with 
dishonesty on the part of employees the auditor should be able to 
characterize so-called fraud by its legal name. The following defini- 
tions are not intended to be comprehensive but are sufficient for 
ordinary use: 


FRAuD, as applied to accountancy matters, embraces all dishonest 
or deceitful acts whereby the owner of property is deprived of it 
without his knowledge or consent. The intention to deceive is a 
characteristic of fraud, but deceit in itself does not reach the gravity 
of fraud. 


EMBEZZLEMENT is the fraudulent appropriation to one’s own use 
of the money or goods intrusted to his care by another. The auditor 
should distinguish embezzlement from larceny or theft, because in 
the case of embezzlement the original custody or receipt of the money 
or other property is lawful, or with the consent of the owner, while 
in larceny the felonious intent must exist at the time of the taking. 
Therefore, if an office boy takes and retains currency out of a cash 
drawer, he is guilty of larceny. If the cashier takes and retains it, 
he is guilty of embezzlement. In other words, there must be a rela- 
tion of special trust in regard to the property appropriated, and it 
must be by virtue of such employment that the money or other prop- 
erty comes into the possession of a person to make it embezzlement 
within the meaning of the statutes. 


MiSAPPROPRIATION is not a technical term of law, but is applied 
to the actions of those who fraudulently deal with money intrusted 
to them. The correct term for such an act is “embezzlement.” 


DEFALCATION is not a technical term. As a default usually im- 
plies that property appropriated to one’s own use originally came into 
his possession legally, the correct term is “embezzlement.” 
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Salesmen’s commissions.—The auditor should examine contracts 
and note provisions as to percentage, territory, and particularly as 
to whether commissions are payable on delivery of goods or on col- 
lection of accounts; also whether commissions are based on gross 
sales or on net proceeds after deductions for cash discounts, freight, 
ClG 

Investigation should be made to determine if commissions have 
been paid on sales which have been canceled or the goods returned. 
There may be special circumstances excusing this practice but, gen- 
erally speaking, commissions are not paid on such items. The auditor 
should see also that all earned commissions have been properly 
accrued. 


Traveling expenses, entertaining, etc.—The auditors should 
examine contracts of salesmen to see if a limit has been placed on 
traveling and other expenses. If contracts are not required, he should 
inquire of the manager as to any understanding of this nature. 

In many concerns the utmost liberality prevails in such allow- 
ances, but such sentiment is changing and salesmen are now being 
held to a stricter accountability than formerly. The auditor, there- 
fore, should take pains to make inquiries on this point at each 
audit. 

Vouchers for traveling and similar expenses should be approved 
by someone in authority. 

A railroad employee whose duty it was to prepare the vouchers 
for traveling expenses was convicted of padding the expense accounts 
of officers of the road. By clever duplication of half a dozen signa- 
tures, fictitious vouchers covering fictitious expense accounts were 
prepared. These were then presented, approved, and the amounts 
collected. When arrested, the employee complained that the railroad 
paid him only $100 a month, although his predecessor had received 
$175. His thefts aggregated about $5,000 over a period of two or 
three years. 

The auditor is interested in seeing that railroad mileage is prop- 
erly accounted for. Mileage may be carried as a separate account 
on the ledger, if it is large, or it may be regarded as cash and in- 
cluded in the cash figures. When it is given out, the full amount 
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in the book is charged at cost against the traveling advance account 
of the one who is using it. When it is returned, credit is given 
just as if cash were returned. 


Educational and “welfare” outlays for employees.—It is now 
considered advantageous for an employer to educate and stimulate 
his employees in all matters relative to the business and to promote 
their development so that they may become more useful and valuable. 
When charitable or altruistic motives are uppermost, the cost of the 
ventures should be entered on the books as gifts or donations. If, 
as is often the case, the controlling motive is the betterment of the 
business, the cost is a business expense, pure and simple, even though 
the results may be disappointing. 


Wages.—In the audit of a business having many employees, it is 
necessary to devote some time to a consideration of the system of 
time records and wage payments. It is'a well-known fact that 
receipts are worthless as a check on the amounts paid. It may be 
desirable for a concern to have a receipt from each man to enable 
it to guard against subsequent disputes, but these receipts are of 
little real value to an auditor who is attempting to prove to his own 
satisfaction that the aggregate amounts of the pay-roll payments 
have reached the hands of those entitled to them. 

The auditor must think this out for himself in each audit, but 
it is suggested that the best check on wage payments is for the client 
to use as many people as possible during the various stages from the 
point where the time is recorded to the final handing out of the enve- 
lopes. If the latter, for instance, is done by an employee who has 
no access to the rolls or to the cash, it makes a good check. If an 
auditor is on hand when the men are being paid off, he should super- 
vise the operation or even take a more active part, if feasible. Ob- 
viously, this procedure is of no value unless it is done without notice 
to anyone. 

Inquiry should be made as to unclaimed wages on hand, and how 
they are safeguarded. 

A few large corporations have tried the experiment of paying 
wages exclusively by check. The plan is looked upon favorably by 
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those who have tried it and the practice seems to be increasing. 
When wages are paid by individual checks the method of cashing 
should be investigated. Some bank cashiers are careless about re- 
quiring indorsements on pay-roll checks of the company whose 
money they handle, a fact which enables a dishonest paymaster to se- 
cure funds, without indorsement and therefore without forgery, on 
checks made out to persons not employed by the company, although 
their names are on its pay-roll. Ina large plant, in which it is custo- 
mary to cash employees’ checks, the indorsement of a foreman, in 
addition to that of the employee whose check is to be cashed, should 
be required. 

It must be remembered that more room for fraud as to pay-roll 
procedure exists in the making of the initial records than in the 
paying off by means of check or otherwise. Cases have been found 
where timekeepers have been in league with the workmen and have 
reported time incorrectly, making due allowances on the “in and 
out” clock cards. A proper basis for reporting time at the source 
and a check of the time tickets by the foreman is essential to a 
proper and satisfactory pay-roll scheme. 


POINTS TO BE CONSIDERED.—The auditor must direct his attention 
to two main points, viz., the records, which may be kept accurately 
or inaccurately, and the clerical force in charge of the records, who 
may be honest or dishonest. Fortunately for employers, most of the 
records now in general use are, or should be, mechanical or auto- 
matic. Time clocks register the time in and out, and other devices 
stamp the time actually employed on various jobs. In the office these 
records are checked and proved by mechanical means. 

The audit of wages earned therefore resolves itself into a critical 
inspection of the system in use. Before making this inspection, the 
auditor should acquaint himself with the particulars of all the latest 
devices on the market. He can then evince a familiarity with any 
system he finds and note any lack of efficiency, and is also in a better 
position to make suggestions when unsatisfactory methods are found. 


MANAGEMENT.—The author feels that the scope of this book 
is too limited to contain directions as to the best system, except to 
suggest that, since scientific management has taken hold of the labor 
question seriously, and has been more or less successful, the auditor 
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who has to deal with the audit of wages paid, and who is expected 
to criticize the records, owes to himself and his profession the duty 
of at least reading the best-known books on factory management, 
and of glancing over the descriptive circulars of some of the really 
wonderful mechanical appliances designed especially by experts 
familiar with the practical side of the question. So much for the 
system. 

The personnel and the extent of the clerical force are important 
from the auditor’s point of view. He should be especially vigilant 
in small establishments where the office force is small and where the 
same clerk keeps or assists with the original records, makes up or 
assists with the envelopes, and distributes them or has some connec- 
tion with their distribution. 


ILLustTraATIoNS.—Concrete instances may serve better than theory 
in pointing out the course the auditor should take to satisfy himself 
that the pay-rolls are correct. 

The auditor should ascertain that the names of discharged men 
are removed from the pay-roll as of the proper date. In a large 
factory the foreman handed in to a clerk in the office who had access 
to the pay-rolls, slips bearing the names of men discharged. The 
clerk destroyed the slips and recorded full time to the credit of the 
men discharged. In paying off he secured the envelopes and re- 
tained the money. The fraud was not discovered for a long time. 

In a factory where time books were kept by the foreman, the 
assistant cashier transferred the time therein to the pay-roll book. 
In addition, he entered several fictitious names. The cashier himself 
made up the envelopes and superintended the paying off. Each week 
a number of envelopes were left over, as is nearly always the case 
in a large plant, on account of sickness, etc. Most of them are called 
for within a short time. In this case the dishonest clerk always had 
an opportunity to secure the envelopes covering the fictitious names. 
The auditor discovered the fraud by calling in the time books and 
comparing them with the pay-roll. 

A defalcation of over $30,000 came to light when a proprietor 
paid off his employees in the absence of the pay-roll supervisor, who 
was an old and trusted employee. The proprietor’s suspicions were 
aroused when someone who was not known to the proprietor pre- 
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sented a pay check. It developed that the pay-roll supervisor had 
been falsifying the pay records for some time. 


Profit-sharing plans.—The audit of profit-sharing plans imposes 
a double responsibility upon the auditor, for he must safeguard the 
interests of both the employer and of the participants in the distribu- 
tion. Most profit-sharing plans operate under one of several general 
methods of distribution, yet probably no two plans are wholly alike. 
Some of the more common methods in use may be described briefly 
as follows: 


1. Distribution of a percentage of net earnings. 

2. Sharing of profits in proportion to dividends paid on stock 
or at same rate as dividends. 

3. Payment of a bonus based on a percentage of increased sales. 

4. Sharing of savings on expenses figured on percentage of cost 
of operations or a fixed standard of expenses. 

5. Contribution by the company or employer of a fixed percent- 
age to an employees’ savings fund in which employees may 
make voluntary deposits, not exceeding, however, a fixed 
percentage of their wages or salaries. 


The actual distribution among the employees is usually on the 
basis of salary or length of service or both combined. 

The payment of special bonuses also might be included, but 
unless based upon some definite fixed plan related to the actual 
earnings of the business or savings in costs of operations, they do 
not require verification by outside auditors of the amounts paid. 


VARIATIONS IN PRACTICE.—The general plans which have been 
enumerated are subject to almost infinite variation in actual practice, 
not only as to the employees who shall participate and the amounts 
or “shares” they shall be entitled to receive, but also in the methods 
of determining the amounts to be distributed, the form and manner 
in which payments are to be made and the general conditions and 
terms governing the distribution. 

A recent study made by the author’s firm, of the forms of profit- 
sharing plans in use among the larger corporations of the United 
States brought out the fact that 44 large corporations had a percent- 
age-of-net-earnings plan; II companies a production-bonus plan; 66 
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a stock-ownership plan ; 142 companies special distribution plans and 
22 companies had mixed profit-sharing plans. 

The auditor must make a careful study of the plan in force, and 
then must see that its terms are followed throughout. 


DISTRIBUTION OF EARNINGS.—When a distribution of a percent- 
age of net earnings is made, it becomes necessary to determine exactly 
what earnings and expense items should be included in a statement 
prepared for the purpose, and whether the amount provided for fed- 
eral income taxes should be deducted in determining the net earnings. 
The taxes to be paid and the amount of the profit-sharing distribu- 
tion are affected each by the other, since the latter is an allowable 
item of expense. 

It is evident that the amount intended to be distributed is a part 
of the net income which is available for dividends. The average 
concern considers federal taxes as an expense which is deducted in 
arriving at the net income figure. It follows, therefore, that unless 
otherwise provided, these taxes should be considered before arriving 
at the amount on which the distribution is based. Concerns paying 
bonuses to employees which are based on profits, consider such pay- 
ments as extra compensation and a part of the expenses of the 
business. ¢ 

The calculation of the amount to be distributed where federal 
taxes are to be considered as an expense is rather involved. This 
subject is covered in the author’s Income Tax Procedure, 1927,” and 
also in the Financial Handbook * where formule are given to assist 
in making the computation. 

A different method of sharing “profits” consists in giving em- 
ployees a part of savings computed on percentages of costs of opera- 
tion as compared with a similar period in a previous year or average 
of several years, or savings over a fixed “standard” of expenses. 
When such a plan is in force, the auditor must determine that extraor- 
dinary expenses, such as donations of unusual amounts and other 
items over which the employee has no control, are not included, either 
in the last year or the year or years with which it is compared. In 
other words, the computation of expenses, in the different periods to 
be compared, should be made on the same basis. 


* Montgomery, Income Tax Procedure, 1927, Vol. I, pages 207 et seq. 
* Financial Handbook, R. H. Montgomery, Editor, pages 123-125. 
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Regardless of the particular system of profit-sharing in use, the 
auditor must ascertain that its terms are followed throughout, that no 
one shares in the distribution unless entitled to it, that the amount to 
be distributed is correctly computed and that payments are made as 
provided in the plan. 


ADVANTAGES AND DISADVANTAGES OF PROFIT-SHARING PLANS.— 
The greatest disadvantage of most profit-sharing plans is that they 
are based on some computation which can only be made after the 
lapse of a certain period of time. The reward to the employee is 
too far removed from the actual work itself. It is generally believed 
that an employee’s remuneration should be given to him as close to 
the time in which he earns it as can possibly be done. The average 
employee thinks only a few weeks ahead, at most a month, and hence 
it would be better if the distribution of profits could be made within 
a few weeks after the services are rendered. This, however, is almost 
impossible of accomplishment because there are so many adjusting 
entries in a company’s books which can only be made periodically and, 
until they are made, the amount available for distribution cannot 
be ascertained. . 

Another disadvantage of a distribution of the net earnings for the 
year on a percentage basis is in determining the net earnings them- 
selves. It can easily be imagined that in a certain company the em- 
ployees had done their best all year to produce a profit, in fact their 
individual efficiency may have been greater than ever before. On 
the other hand, while this was going on, some mistakes in the man- 
agement may have caused the company to suffer a big loss. When 
this happens, there is nothing left for profit-sharing distribution. 

Employees as a whole seem to be sceptical of any so-called “profit- 
sharing schemes.” As a rule they know nothing about accounting, 
nothing about inventory adjustment, how depreciation allowances 
should be set up, etc., and hence when no money is forthcoming 
imagine all sorts of things and all sorts of ways in which these 
moneys were spent. 

Regardless of the plan adopted, the feature of seniority of em- 
ployees must be considered. It is obviously unfair to give an em- 
ployee who has been with the company but a short time the same 
percentage of the net earnings that another gets who has been there 
over a period of years. 


Ch. 27] DETAILED AUDIT—PURCHASES AND EXPENSES 603 


One of the plans of profit-sharing that has been working rather 
successfully is that of large companies who make it possible for their 
employees to hold stock. After an employee has been with a com- 
pany for a certain length of time he is notified that he may purchase 
so many shares of stock if he so desires. These shares of stock may 
be purchased at or slightly below the market value, usually on a 
deferred payment plan. In this way the employees get real profit- 
sharing in the form of dividends on their stock. As the amount of 
stock they are permitted to hold is measured by their length of serv- 
ice, etc., the scheme seems to be as equitable as any. This puts the 
employees on the same basis of profit-sharing as the regular stock- 
holders and is really the only true basis. 

As a whole, profit-sharing plans have been rather unsuccessful 
in that they have failed to accomplish the purpose for which they 
originally were intended, namely, to reduce the labor turnover, and 
stimulate production. 

Other plans that have been used have been detrimental in their 
unfair distribution. Some concerns pay arbitrary bonus amounts to 
the employees at the end of the year. One worker may get a large 
amount and another a very small amount and the plan as a whole 
becomes merely a substitute for raising individual wages. 

To sum up, bonus plans which give the worker more money imme- 
diately in his pay envelope work satisfactorily while such amounts 
are being paid, but the advantages of profit-sharing schemes, as a 
whole, have not yet been proved. 


Workmen’s compensation insurance.—Every accountant should 
be familiar with workmen’s compensation laws and pay-roll classifi- 
cation. If there are seven or eight classifications used in a company, 
clerks are liable to use the wrong classification with corresponding 
over-payment of premiums. In one case an auditor saved a company 
10 per cent of its premiums by reclassifying its pay-roll. 


Idle time and equipment.—Besides doing what is necessary to 
see that wages have been paid according to pay-rolls, and that the 
latter are handled in a proper manner, an inspection of the methods 
of supervising labor is frequently well within the auditor’s sphere. 
His examination of this feature of his client’s business should enable 
him to comment on how completely labor reports tell the story of the 
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employees’ activities—to what extent idle time is accounted for, how . 
thoroughly its causes are analyzed, in what instances it is avoidable 
or attributable to inefficient management, and to what extent it may 
have to be recognized as inevitable. It will be found more satis- 
factory usually to have the time reports made by a departmental clerk, 
who is well qualified to distribute a man’s time properly, than to leave 
it to the men themselves, as it is important that the system of report- 
ing labor reflect accurately and adequately what takes place on the 
job. 

Akin to the problem of idle time is that of idle equipment, and it 
may be entirely within the scope of the audit to examine into the 
method of reporting idle equipment to the executives in charge of 
operations. The matter of idle equipment is sometimes a question of 
correlation, and the auditor is often in a position to suggest methods 
of better correlation between machines, or between departments, 
which will help to solve this difficulty. 


Customs duties.—The vouching of duties requires great care, 
because, until recently, collectors of internal revenue would not 
accept checks in payment, but insisted on legal tender. If such pay- 
ments are few in number, they are usually made through a custom 
house broker, and his invoices, if properly checked and approved, are 
sufficient evidence of the propriety of the payments. 

In any event, the auditor should inquire into the procedure in 
force and satisfy himself that the matter is properly handled. In- 
stances have been known where everything was left to clerks who did 
not have skill enough to find errors when they did exist. 


Interest and collection charges——Too much confidence is 
placed in the accuracy of bank clerks; therefore it is usually found 
that interest charged on loans and credited on deposit balances, dis- 
count deducted, and collection fees charged are, in nine cases out of 
ten, accepted as final without being checked by the client’s staff. 
Auditors whose experience includes much bank work are familiar 
with the numerous errors made by bank clerks in their own records; 
and while perhaps a majority of bank officers insist on these errors 
being located and corrected, yet it is obvious that in calculations 
involving interest and collection charges or credits, there is not the 
same likelihood of the correction of errors as exists with those items 
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which enter into the regular double-entry system of the bank. It 
follows that many errors are made and remain undetected unless the 
auditor tests the items. But the auditor should not stop with the 
verification of the calculations. Banks charge higher interest rates 
on loans and discounts to some customers than to others. If an 
auditor finds that a concern with first-class credit is being charged 6 
per cent, when he knows that other concerns of equal or inferior 
standing are paying 4% or 5 per cent, it is certainly in order to men- 
tion the matter when a good opportunity arises. The successful 
auditor does not lose any good chance to render a service which falls 
within the scope of a business adviser. 

When notes are paid before maturity date the refund of interest 
should be verified. 

Some banks require borrowers to keep a part of the amount 
loaned, generally 20 per cent, continuously on deposit until the loan 
is repaid. This practically means that the rate of interest is in- 
creased, say, one-fourth. The auditor should in such cases ascertain 
whether the client can borrow, or is borrowing, on a more advan- 
tageous basis from some other institution. It may be that only one 
of several banks loaning to the client makes such conditions, in which 
case the client’s attention should be called to the advisability of trans- 
ferring his loans to some other institution. 

On the other hand it is not wise to allow bank balances to run 
down in order to save interest in cases when larger balances are 
needed to maintain the credit of the concern. In times of stress ade- 
quate credit may save a concern from disaster. 


ALL INTEREST PAYMENTS SHOULD BE VERIFIED.—The foregoing 
comment on interest payments to banks applies to all payments of 
interest. There should be a specific relation between interest charges 
and the liability items on the balance-sheet. Auditors too often take 
for granted that interest payments are correct. 

In the case of a street railway company, the aggregate of interest 
paid on outstanding bonds was found not to agree with that called 
for by the principal of the bonds shown on the balance-sheet. Con- 
siderable investigation yielded no satisfactory answer, and the matter 
was referred to the president of the company. It was finally found 
that in a reorganization a few years before, confusion had resulted, 
and payments had, for a series of years, actually been made on bonds 
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that were no longer outstanding. The recipients of the interest were 
not entirely clear about the transaction or the amount of the bonds 
which they received in lieu of their old bonds, and assumed that the 
amount of interest they were getting periodically was correct. 

It is stated under the heading of bonds (page 635) that all cou- 
pons should be canceled, accounted for and preserved. When funds 
have been deposited with a trustee to cover the entire interest due 
on certain dates the auditor should check the coupons returned with 
the open balances. 


Insurance premiums and coverage.—There are many forms of 
insurance, the most common being fire, use and occupancy, tornado, 
plate glass, boiler, sprinkler, elevator, burglary, hold-up, liability and 
compensation, and insurance on lives of officers of corporations. The 
important points to be noted in examining the policies are: (1) 
whether the policy indicates ownership by the company under audit; 
(2) the coverage, whether general or specific both as to kinds of 
property and its location, and (3) the co-insurance clause. 

Should the company not be in a position to present the policies 
for examination, the auditor will have to rely on the information 
shown in the insurance register, or obtain a statement from the trus- 
tee or other possible holder with respect to the information desired. 
The absence of insurance policies might be a clue as to the owner- 
ship of, or liens on, certain assets. 

Experience shows that the bills of insurance agents are rarely 
scrutinized unless the item of premiums is a very large one and 
someone is especially designated to keep a record of the insurance 
in force and the rates charged for insurance. For this reason a 
careful audit of the premium bills and a careful analysis of the total 
insurance carried is a fruitful field of inquiry for the auditor, and 
particularly advisable in audits where great care is taken with other 
classes of expenses. 

In one case an auditor noticed that a policy had been canceled 
and another company substituted. He looked for a credit for the 
return premium on the canceled policy, but failed to find it. This 
started a complete investigation into insurance matters, and it was 
found that for several years back one or more policies had been 
canceled each month, due to the undesirability of the risk, but that 
no credit had been issued by the agent. The total amount recovered 
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amounted to several hundred dollars and the discovery greatly en- 
hanced the auditor’s reputation. 


AMOUNT OF INSURANCE.—Sufficient attention is not paid to the 
amount of insurance carried. If overinsured, a useless expense is 
incurred, and if underinsured, an unjustifiable risk is assumed. The 
matter is one requiring comparatively little time, perhaps not so much 
as to verify the footings or posting: for a short period, and is of 
much more importance. 

Fire losses are based upon sound values at the time losses are 
sustained rather than at the time the insurance is written, which is 
also a factor in determining the amount to be carried. 

The auditor should state the amount carried when it is believed to 
be more or less than the balance-sheet values would justify. When 
there has been no recent appraisal of fixed assets the coverage will 
require careful consideration, since present-day values must be deter- 
mined in some way. 


Co-INSURANCE CLAUSE.—Insurance policies generally contain a 
co-insurance clause which stipulates that unless the risk is insured 
for, say, 80 per cent of its value, the assured is a co-insurer for that 
part represented by the difference between the percentage insured and 
the required percentage. Auditors should examine the conditions of 
the policies in each case. 


VERIFICATION OF INSURABLE VALUES.—When a comparatively 
recent appraisal has been made, subsequent adjustments along the 
following lines will agree with the practice approved by the National 
Board of Fire Underwriters: 

Assume that an appraisal was made at January 1, 1920, showing 
original cost, original cost less depreciation, reproduction cost, and 
reproduction cost less depreciation, divided as to buildings and vari- 
ous classes of machinery and tools. 

Graphs of the trend of construction, steel prices, etc., can be 
secured from statistical agencies. These furnish the fluctuation fig- 
ures. For instance, the cost to reproduce a class “C” red brick fac- 
tory building in 1927 would probably be about 12 or 15 per cent less 
than in 1920. 

The reproduction cost in 1920 of equipment which the company 
had then and still has is the base for calculating the reduction. Re- 
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production depreciation shown on the appraisal should be deducted, 
also depreciation from 1920 to 1927 on the same basis. The unde- 
preciated value of additions subsequent to 1920 should be added. 
The resulting figure is the depreciated reproduction cost of the plant. 
To obtain the insurable value, the value of foundations below ground, 
pavements, etc., should be deducted, also any equipment specifically 
insured such as auto trucks. 


UNEXPIRED PREMIUMS.—As stated elsewhere (page 141), the un- 
expired portion of premiums prepaid at the date of the balance- 
sheet is a deferred asset. In a going business it is proper to set up 
the full unexpired proportion of the premium paid in advance, but 
in a statement of affairs, such as is required in the event of proposed 
or forced liquidation, it may be necessary to base the calculations 
upon the “short” rates which are used in the cancellation of policies. 


ReFrunps.—When insurance is placed with mutual insurance com- 
panies and a nominal amount is paid as an original premium with the 
understanding that the proportionate excess of receipts over losses 
and expenses shall be refunded, such refunds should be deducted 
from the original premium charged and the net amount considered as 
an expense. In some cases, due to the fact that a deposit is made 
with such companies, the refunds are considered as special or finan- 
cial income, but this is not accurate, since only a small part of the 
income from which the refund is paid comes from the investment of 
the deposits mentioned. 

The auditor should make a special investigation of the contract 
or agreement with the mutual insurance companies, because in some 


cases there are special contingent lability clauses in such contracts 
or agreements. 


SELF-INSURANCE, ILLUSTRATION.—Some companies owning a 
large number of vessels provide their own insurance funds instead 
of placing all insurance with underwriting companies. In such cases 
the amounts which would be paid to the insurance companies are set 
aside and a fund is created to take care of losses and damages. It 
is advisable that these amounts should be segregated from other 
funds and invested in securities which have a ready market. All 
repairs and replacements which are the result of perils of the sea 
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and the vessel’s proportion of general averages should be paid from 
this fund. 

It is quite obvious that only such companies as own a large num- 
ber of vessels, and can consequently distribute the risk, are really 
justified in carrying any part of their own insurance. Even in such 
cases it is universally recognized that at least a part of each risk 
should be placed with outside underwriters. 

Even when the risk is well distributed, it sometimes happens 
that the amount of the loss on a large vessel, in excess of the outside 
insurance carried, will be greater than the amount accumulated in 
the company’s own insurance fund. In such cases the question arises 
whether it is proper to carry the debit balance so created in the 
insurance fund into the balance-sheet as an asset. It is sometimes 
argued that this is legitimate, especially if the amount is not so large 
as to preclude the possibility of its being eliminated by future credits 
within a reasonably short period of time. Such an argument is 
fallacious, however, because the overdraft on the insurance fund has 
absolutely no value at the date of the balance-sheet and in no way 
benefits future operations, which would be the only justification 
for entering among the assets an item which has no present value. 
If it is desired to preserve the identity of the insurance fund, even 
though it has been exhausted, the proper procedure is to show the 
debit balance as a deduction from the surplus or profit and loss 
account with an appropriate explanation. 


Royalties—Coal mines.—Royalties on coal mined from leased 
lands are based upon tonnage of production or cubic yards or acre- 
age of the seams worked. The royalty agreements usually provide 
for a minimum annual payment, in the event that the production 
is so small that the regular royalty rate would not require payments 
equal to the fixed minimum. 

In the case of comparatively new mines the minimum royalties 
are usually paid during the sinking of shafts and period of develop- 
ment work. If the lease agreement allows a lessee to recover the 
portion of the minimum royalty paid in excess of the amount earned 
(calculated on a tonnage basis), such excess is usually carried among 
the assets as a deferred charge. As the production increases to a 
point beyond that at which the royalty, calculated on a tonnage basis, 
equals the fixed minimum, and the lessee begins to recover the 
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advance royalties, the amounts of such retained royalties should be 
applied in reduction of the deferred charge above mentioned. 

It is important that all royalty agreements be carefully exam- 
ined, and if they do not provide that the lessee may recover the ad- 
vance royalties, the latter should be charged against revenue. It some- 
times occurs, where a mine is being operated under several leases, that 
only a portion of the leased lands are being mined, and that portions 
will never be worked. Obviously, any minimum royalties paid under 
leases covering lands in that class should not be carried as deferred 
charges, and for that reason the “advance royalties” account should 
be carefully analyzed and such charges eliminated if included. 

If a time limit is set in which the lessee must recover the advance 
royalties, any portion still carried as a deferred charge at the time 
the limit expires should be charged off at once. Even though the 
time limit has not yet expired, if it is evident that it will be impossible 
to recover the entire amount of advanced royalties, the amount in 
excess of the probable recovery should be written off. 


Freight and express.—Freight is another class of expense which 
is passed by many auditors on the assumption that the amounts paid 
are sure to be accurate, and that it is a waste of time to attempt to 
go into detail. As a matter of fact, transportation companies, and 
particularly express companies, are chronic overchargers, and every 
bill must be checked most carefully. 

An auditor need not go into tariff details, but he should inquire 
closely into the method of check in use, and if he finds that the 
freight and express bills are not approved as to weights and rates 
by an intelligent clerk who uses all possible sources of information 
to secure the lowest quotations, he will probably find an opportunity 
to make a constructive report on the situation. 

Many trades have a central association with a traffic bureau, 
which furnishes full and free information when requested to do so 
by its members. The Interstate Commerce Commission will also 
assist a shipper who feels aggrieved. 

In one very large manufacturing company being audited for the 
first time by the author’s firm, it was found that practically no atten- 
tion was given to the inspection of freight bills, it being assumed that 
the charges were always in order. A careful test disclosed the fact 
that many purchases had been made on a basis of freight being pre- 
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paid by the shipper. It is the custom in such cases for the consignee 
to pay the freight and to deduct it from the invoices. The company 
under audit had paid the freight in every case, but had charged it to 
purchases account instead of to the shipper. The investigation was 
carried back several years and many thousands of dollars were 
actually recovered. 


OUTWARD FREIGHT.—Shipping records should be compared with 
sales, and the freight bills on outgoing shipments should be examined 
to make certain that those which are prepayments on sales made 
f.o.b. factory are charged to customers and not absorbed in the 
manufacturing accounts. The sales of the later part of the closing 
month should be checked against the shipping records for the purpose 
of ascertaining that deliveries of a subsequent period have not been 
included. 


Postage.—Vouchers should be secured for all purchases of 
stamps. Postmasters will always sign receipts when requested to do 
so. Defalcations of small sums are frequently found in postage 
accounts, so that an auditor should not only scrutinize such payments 
carefully, but should suggest safeguards which will reduce future 
possibilities of loss, and, more important still, remove a serious source 
of temptation to junior clerks. 

There should be some relation between the total cost of postage 
and other expense accounts, such as stationery and printing, advertis- 
ing circulars, etc. 

A post-office regulation is that bills entirely in print, with the 
exception of the names of the addressee and sender, are third-class 
matter, and when sent in the mails unsealed, are chargeable with 
postage at the rate of one and a half cents for each two ounces or 
fraction thereof. Bills bearing written items, amounts, etc., are first- 
class matter and chargeable with postage at the rate of two cents an 
ounce or fraction thereof.4 

A daily mail book showing the total postage used on outgoing 
mail requires very little time to compile and is valuable for several 
reasons. It affords an opportunity to apportion the cost to various 
accounts and has a most excellent moral effect on those who handle 
A pamphlet containing postal information is published for free distribution, 


by the Government Printing Office, Washington, D. C. It contains full infor- 
mation regarding rates, classes of mail, etc. 
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the stamps, because someone in authority from each department 
should initial the charges to such department at least weekly. 

Inquiry should be made to ascertain if postage is paid on outgoing 
shipments of goods in small quantities. Many concerns add postage 
to such shipments, and custom permits it unless quotations are made 
“prepaid.” If not so made and a considerable number of shipments 
are made by mail, it will be in order for the auditor to suggest that 
the cost of the postage be added to the invoice. 

In one instance, where quotations distinctly stated that postage 
would be added where small lots were sent by mail, the shipping de- 
partment was extremely careless and few such charges were made. 
The auditor who discovered the laxity received warm commendation 
for his vigilance and was requested to make the most comprehensive 
investigation into all other departments of the business. 


Legal expenses and “graft.”—If charges to legal expenses con- 
sisted merely of current bills from attorneys, no special mention 
would be necessary, but the account is such an elastic one that it re- 
quires special attention. 

In some lines of business secret commissions are paid to the 
purchasing agents of customers. In spite of the publicity which 
such practices have received, “graft” still exists and no doubt will 
flourish for years to come. If the recipients are unusually sensitive 
it is customary to charge the amounts paid to legal expenses or some 
other account which serves to screen the true purpose of the pay- 
ments. I*rom an accounting point of view this is, of course, highly 
objectionable, because it permits sales to show what are almost 
invariably excessive gross profits without the chance of charging 
against such sales one of the important direct expenses connected 
therewith. Legal expense is not usually regarded as an item of selling 
costs, so that the auditor who suspects the truth can hardly restate 
the accounts to accord with his suspicion. The vouchers for such 
payments are signed by some responsible officer of the corporation 
or a member of the firm, so that the honesty exercised in disposing 
of the funds can hardly be questioned. 

Some years ago an auditor of high standing discovered in the 
audit of a business that a commission had been paid to the super- 
intendent of the plant owned by another client. He violated his 
confidential relations and informed the latter, but was not profusely 
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thanked for his information. The other corporation learned of the 
fact, called it a gross breach of trust, and declined to pay the auditor’s 
bill. If an auditor feels that the morals of his client are to be 
judged along with the accounts, he should have the courage of his 
convictions and so inform the client before the work is started. He 
will not then be compelled to charge off his bill to bad debts. 

Even though a second client may be injured by withholding in- 
formation secured from the first client, the latter’s affairs must not 
be divulged. If one client were defrauding another, the auditor 
should withdraw from the one guilty of the fraud. Even then he 
should not divulge what he has learned, as it would be embarrassing 
to have a knowledge of fraud and not be able to disclose it the 
auditor probably will wish to retire from both engagements. The 
possibility is another argument for choosing one’s clients carefully. 


Deferred Charges 


It has been pointed out that an accurate income account for any 
period requires that all transactions during the period must be in- 
cluded unless such transactions are properly applicable to a prior or 
subsequent period. In most cases the earnings which actually accrue 
during the period ‘are easily stated. 

As has been stated on page 140 the prepaid items which are 
chargeable to current operations are properly classified as current 
assets, because their benefit to the succeeding period is the same as 
the benefit derived from cash in the bank. When this test cannot be 
met, most prepaid items should be charged off instead of appearing 
as assets. The exceptions consist of other classes of deferred assets 
such as bond discount, stripping costs in mines, etc., which benefit 
the future but are spread over a long period. 


Allocation of costs and expenses.—All expenses and costs 
which are a proper charge against the earnings of one period should 
appear in the same period. Auditors, in order to be conservative, 
rarely object to the charging off of expenses as incurred, even though 
the benefit to be derived from the expenditures must necessarily be 
postponed to a later period. When an advertisement is inserted in a 
magazine which appears after January 1, it is obvious that no benefit 
can be derived therefrom prior to January. If the bill for the in- 
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sertion is charged to expenses in December, no objection is usually 
made to the practice. 

Nevertheless, it is not good accounting practice and if the trans- 
actions are numerous or the amounts large the auditor is not justified 
in indorsing the practice. It obscures statements which purport to 
exhibit actual results. In the case of the advertisement cited above, 
the sales or benefit flowing therefrom may be substantial. If so, the 
benefit when realized is not properly charged with its actual cost so 
that the profits of both the old and new periods are incorrect as shown 
on the books. By setting up the cost when paid in December as a 
deferred expense, carrying it on the balance-sheet temporarily as an 
asset, and charging it off as an expense in January, the equilibrium of 
the accounts is maintained and statements made from the books are 
correct. 

The term “good accounting practice” is not wholly a technical 
expression ; it is an inclusive term and comprehends moral as well as 
business practices. A corporation may start with a cash-paid-in 
capital of $1,000,000. Pursuant to a well-defined plan it may expend 
most of the capital in development expenses during the first year 
or two. At the end of the third year its balance-sheet may show 
a large deficit or deferred charges, depending on the method of 
bookkeeping. If a deficit is shown, stockholders will be discouraged 
and sell out their stock at a loss. The favored few who realize that 
the balance-sheet does not correctly state the condition of the cor- 
poration will buy this stock at much less than it is actually worth. 
During the fourth year large profits are shown to have been earned, 
because there are no deferred expenses to be charged off. The stock 
goes up and those who were fortunate enough to know that the books 
misrepresented actual conditions will reap the benefit. The balance- 
sheet showing the large deficit and the later income account showing 
the increased profit were both incorrect. 

The foregoing comments must be restricted to expenditures which 
clearly aid or which are intended to aid subsequent periods. From 
the standpoint of good accounting practice, there is no option as to 
how the items shall be charged. The function of accounting is to 
portray in a scientific manner the financial condition of a business. 
If expenses are incurred in a single year or during a few years, and 
if those expenses are incurred wholly for the purpose of increasing 
profits in future years, such expenses are clearly in the nature of an 
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investment. If they are charged off as expenses in the year they 
are incurred, the current book profits are smaller and the subsequent 
book profits are greater than is actually the case, and the real purpose 
of keeping the books is defeated; the books do not present the real 
condition of the business. Charging such expenditures to periods 
which cannot realize the benefits is bad accounting practice. From 
the point of view of expediency, or to be ultra-conservative, auditors 
frequently approve charging off immediately to operation items of de- 
ferred charges which are properly classed as capital expenditures. 
At least this was frequently done when tax rates were low. Probably 
the only regret flowing from ultra-conservative charging off or writ- 
ing down plant values to $1 has been the trouble incident to restoring 
all capital expenditures to the books for invested capital purposes 
in the years when the excess profits tax was in force. 

All payments for insurance, bank discount, rent, taxes, dues, 
subscriptions, and similar items should be scrutinized in order to 
determine the proportion, if any, which applies to a subsequent period 
and thus constitutes an asset, when the books are closed, in the 
form of a deferred charge to the future operations of the business. 
To save time, the auditor may request one of the client’s clerks or 
the insurance broker to calculate the prepaid items, in all cases testing 
the accuracy of their work. 

Extraordinary expenditures, such as repairs and renewals inci- 
dent to accidents or storms, are sometimes capitalized at the time 
they are incurred, with the expressed intention of spreading the loss 
over several years. The same situation arises where accident insur- 
ance is not carried. A certain percentage of the gross receipts is set 
aside in a reserve account to pay losses, the payments being in excess 
of the reserve. Quite frequently the debit balances so created are 
carried forward as an asset until subsequent accruals wipe out the 
deficit. 

This practice is not sound, because in the last analysis it simply 
results in setting up on the balance-sheet accounts which are in no 
sense of the word assets. If the word “assets” means anything at 
all, there is no justification for including in it items of maintenance, 
expended because of necessity, which do not tend to improve the 
physical or financial position of the enterprise. 

Perhaps these charges, if incorporated among the costs and ex- 
penses of a current period, tend to hide the normal operations ; but 
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if the unusual item is clearly set forth, this procedure is preferable to 
making direct charges to surplus. It may be hard to resist the temp- 
tation to capitalize these items, but the practice is to be condemned. 
It may not sound well or look well, but it has the advantage of por- 
traying the actual state of affairs. This is not the case when an 
attempt is made to call an expense account an asset. Directors who 
realize their personal responsibility for dividends paid out of capital 
will not vote for a distribution of earnings which does not take into 
account expenses actually incurred. 


Should taxes on undeveloped property be capitalized ?— 
Based on the principle that an auditor has no option regarding the 
disposition of questions of fact it would seem that when undeveloped 
property is carried as an investment and its development is deferred 
solely as a part of a well-defined plan and not because it would be 
unprofitable, all carrying charges should be capitalized. Any other 
procedure would imply doubt about the facts, and in that case the 
auditor could use his discretion as to whether the expenditures should 
be capitalized or charged to maintenance. 

It may be expedient or conservative to charge off expenditures 
which add to the value of assets, but it may not be good accounting 
practice to do so. It unduly reduces the profits arising from current 
operations and it unduly reduces the actual cost of the asset. When 
unproductive depreciable property finally is developed, subsequent 
operations should absorb the entire cost of the property in deprecia- 
tion or depletion allowances. It is an untruthful picture if book costs 
fail to disclose the cost of property at the date when operations 
commence. 

When for reasons which seem to be conclusive to the management 
carrying charges such as taxes are charged off annually, the auditor 
is not required to do more than insist that the facts should be stated. 
He need not attempt to change the policy since the contrary practice 
is not well enough settled. 

Taxes and similar costs incurred in carrying undeveloped prop- 
erty which beyond question is increasing in value at least to the 
extent of the recurring charges should be added to the cost of the 
property. When it is the settled policy of the client to charge off 
such items the transfer to profit and loss can be made annually. 


Ch. 27] DETAILED AUDIT—PURCHASES AND EXPENSES 617 


Premiums and discounts on bonds to be amortized.— When 
bonds are sold at a premium, the amount received in excess of the par 
value represents the equivalent of interest collected in advance, and 
must be carried as a deferred credit and distributed over the years to 
which it applies as a reduction in bond interest account. For instance, 
a corporation may sell its 5 per cent ten-year bonds at 105, indicating 
that its credit is rated on a basis of about 414 per cent; that is, if a 
AY per cent bond had been issued, the corporation should have real- 
ized about par. Therefore, the bond interest, when paid, is subject 
to a deduction of one-half of 1 per cent annually. The excess re- 
ceived at the time of sale should not be applied to income or to 
surplus, but, as stated above, must be carried as a deferred credit and 
reduced annually. 

Likewise, when bonds are sold at a discount it is because the rate 
of interest the bonds bear is less than the effective rate at which the 
corporation’s credit is rated. for instance, if 5 per cent ten-year 
bonds are sold at go, this means that the corporation’s borrowing 
strength is rated at about 6 per cent, and, in order to reflect the actual 
rate each year as interest is paid, it is necessary to carry the discount 
as a deferred charge among the assets and write off to interest ac- 
count I per cent annually. This, added to the amount paid in cash, 
adjusts the interest account to the proper cost. 

A clear exposition of the subject of amortization, with corre- 
sponding tables for annuities, present worth, sinking funds, etc., can 
be found in Accountancy of Investment by Sprague-Perrine. 

The so-called scientific method of amortizing bond premium is not 
in general use, the simple aliquot-part method being used much more 
frequently. 

Any use of the surplus arising from bond premiums other than 
to reduce the interest charges of future years will result in the in- 
come accounts of the future being inaccurate. The Federal Farm 
Loan Board (Rules and Regulations, Section 20) permits the use 
of the premiums to offset possible losses arising from the acquisition 
of real estate. The practice is unfortunate and leads to misleading 
inferences as to operating losses which may thus be entirely 
suppressed. 


Bonp piscount.—Bond discount represents the difference be- 
tween the proceeds of sale and the par or face value of the bonds. 
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When bonds are to be retired at a premium, an additional ex~ 
pense is incurred which should be provided for ratably during the 
periods affected. 

When bonds are not sold but are exchanged for property, bond 
discount does not arise as the property received has cost or will cost 
the face value of the bonds. This rule applies even though some of 
the bonds are sold by the recipients at less than par. It is possible 
that instances might arise where bond discount could be set up as a 
deferred charge and the property accounts correspondingly reduced 
if the value of the property received were susceptible of exact valua- 
tion and it were found to be less than the par of the bonds. 

But good practice calls for setting up asset values at par of 
bond as well as stock issues, unless the evidence to the contrary is 
overwhelming. 

If discount on bonds is carried as a deferred charge to operations, 
the auditor should verify the amortization calculations. If this pro- 
vision is not in order, an adjustment should be made before the 
balance-sheet is certified. 

That part of the discount which accrues during a period of con- 
struction (even though a part of the plant may be operating) should 
be capitalized. After construction is completed the annual propor- 
tions are chargeable to expenses. 


SHOULD UNAMORTIZED BOND DISCOUNT BE CHARGED TO SURPLUS? 
—cCorporations in order to reduce the annual charges to income aris- 
ing from the pro rata of bond discount sometimes write off the entire 
bond discount account at once. This obscures the true or effective 
interest rate and in one sense of the word improperly reduces the 
expenses of succeeding periods. But the practice has received au- 
thoritative sanction and the auditor is hardly in a position to demand 
that closed expense accounts be revived in order to increase current 
expenses. If his opinion is asked he should advise against the prac- 
tice and point out that an accurate income account contains all charges 
applicable to the period. 


BoNDS TO BE REDEEMED AT A PREMIUM.—The usual bond dis- 
count account makes provision for the difference between par and 
the proceeds of sale. When bonds must be redeemed at a stated 
premium should the premium be provided in advance or is it an 
expense of the period when the premiums are paid? 
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Good practice requires that the premiums be accumulated by 
periodical pro-rata charges to expenses thus creating an adequate de- 
ferred credit sufficient to equal the premiums when paid. 


Doubtful deferred charges.—In addition to the expenditures 
heretofore discussed which clearly benefit subsequent periods, there 
are expenditures the benefits from which are doubtful. When 
there is doubt as to such benefits, good accounting practice cannot 
prescribe specific treatment. The conservative method is to immedi- 
ately charge off all doubtful items, but if there is a question as to 
what periods will receive the benefits and if the amount involved is 
substantial, good accounting practice leaves to the accountant the 
option of charging off such expenditures over a certain period of 
years or of charging them off currently. 

_ More than one enterprise has been wrecked by the failure to look 
preliminary or establishment expenses squarely in the face. The 
temptation to state the current operations in such a way as to show a 
profit was too strong; so those concerns ‘have gone along from year 
to year, the burden increasing instead of diminishing, until the in- 
evitable day of reckoning, when it was realized that liabilities cannot 
be liquidated with capitalized expenses. 

The report of an automobile business stated that the auditors had 
insisted on charging off all of the expenses of establishing branches 
which previously had been carried as an asset. The monthly reports 
had shown big profits, which had been largely paid out in dividends, 
with the result that the working capital had been reduced to an 
amount below the safety line. If auditors with the courage of their 
convictions had been consulted earlier, the company’s credit would 
probably not have been impaired to so great an extent. 


EXPERIMENTAL AND DEVELOPMENT EXPENDITURES.—The results 
of experimental and development work cannot be foreseen and, since 
subsequent benefits are doubtful, the treatment is to some extent 
optional; but under certain conditions good accounting practice re- 
quires that such expenditures be capitalized. 

But when facts are known an auditor has no option to charge 
expenses to capital or capital to expenses. When doubt exists an 
election may be made. Good accounting practice is well stated by the 
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United States Board of Tax Appeals in Appeal of Northwestern 
Yeast Company, 5 B. T. A. 232: 


There can be little doubt in the minds of reasonable men fairly ac- 
quainted with modern business that promotion expenditures like those 
before us have a significance similar to the investment in more tangible 
assets. They fertilize the field for new production. . . 

Generally and theoretically, therefore, it is safe to say that some ° 
part of the cost of a campaign or system of promotion may be of per- 
manent significance and may be regarded as a capital investment rather 
than a deductible expense. 


There are three methods of handling such items: (1) capitalize 
them; (2) amortize them over a limited period or over a definite 
output of product; (3) write them off immediately. 


t. When expenditures are extraordinary and are made with a 
specific purpose, such as a reduction in costs or an increase in pro- 
duction, it is improper to charge the cost of the work to a period 
which cannot benefit from it. Improvements in patents and in proc- 
esses which have a continuing value should be capitalized and written 
off or else carried permanently depending on the circumstances. 

2. When the value or benefit of the expenditures can be allocated 
to a definite period or to a definite output, the cost should be spread 
over such period or such output. For instance, the cost of an im- 
proved process for refining ore or mining coal should be spread over 
the life of the mines benefiting from the process. 

3. When experimental or development work is carried on with 
more or less continuity and as a settled policy, it is proper to write 
off such expenditures immediately. 


Organization expenses.—Formerly if the expenses incurred in 
the organization of the company (such as incorporation fees, legal, 
engineering, and other expenses, engraving bonds and stock certifi- 
cates, transfer fees and stamps, etc.) were more than could fairly 
be charged into current expenses, it was considered permissible to 
spread such charges over a term of years, preferably three, but not 
more than five. Sentiment is changing as to the wisdom of spreading 
these expenses over more than three years. The best practice is to 
charge off immediately everything which has no tangible or residual 
value. The benefit from such items cannot be compared to advertis- 
ing and exploitation expenses. It is a fallacy to assume that stock 
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certificates, incorporation expenses, etc., have any of the attributes 
of an asset ; and so the sooner the cost appears in the expense account, 
the better. 

The old theory of deferring part of the charge to income was 
sound enough, but the rule has been abused; and so we now find 
apportionments over five years or longer. In some cases all organiza- 
tion expenses, using the term in its broadest sense, are permanently 
capitalized. The author advocates charging off all such expenses as 
they are incurred. . 

But it should be ascertained whether or not the promoters (if 
the enterprise was “promoted’’) agreed to pay any part of these 
expenses. This is a matter of increasing importance, because a 
number of corporations are being organized where this obligation 
is assumed by the organizers, 

The Ohio General Corporation Act (1927) requires the segrega- 
tion of organization expenses on the balance-sheet. 


Section 29. A corporation may pay as cost of organization or re- 
organization the reasonable charges and expenses incident thereto and 
may also pay or allow reasonable compensation for the sale or under- 
writing, at the time of organization or thereafter, of its shares and se- 
curities or any part thereof, but all amounts so paid out or allowed or 
any balance thereof’not previously charged off shall be stated on the 
books of the corporation and on every balance-sheet prepared therefrom 
until the whole thereof has been written off. 


Expenses to obtain future business.—Items, such as advertis- 
ing and exploitation expenditures which are intended to produce 
future business, may not appear to be a proper charge against income 
which could hardly have received the benefit of such payments. An 
auditor may pass the carrying forward of any legitimate expenditure 
which has been incurred solely for the benefit of future business, 
provided that in his judgment the setting up of the deferred charge, 
and its consequent inclusion as an asset, is justified by its probable 
value to the future business. 

But it is not enough that the expenditure has been made. For 
instance, a large number of circular letters calling attention to a 
special sale in January may be sent out in December. If the auditor 
commences work in February and finds that the campaign was a 
total failure, it would be rather misleading for him to certify to the 
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accuracy of a balance-sheet as of December 31 showing the entire 
expenditure as an asset. 

An auditor should be willing to back up his opinion with his cer- 
tificate. If in his opinion expenditures of this nature are actually 
deferred assets, he should so certify. It should, however, be noted 
that the most successful concerns carry on selling campaigns all the 
time, and there must be some limit to the postponement of the actual 
charges to current operating. 

If the business is not successful there will be no future profits to 
which the deferred items can be charged. Therefore, the auditor 
should use every argument he can muster to induce his client to 
absorb these expenses as soon as possible, and never to carry them 
forward unless it is improper to include them among the current 
expenses. 

As the test of any asset, actual or deferred, rests on the principle 
of a continuing benefit, when it is known that no benefit accrues to 
a succeeding period there is nothing to support the asset. The whole 
theory of apportionment of expenses falls to the ground unless the 
benefits can be apportioned. 


Illustrations of unusual deferred charges.— 


SuGAR MILL.—In addition to the usual items of expense deferred 
to future operations, such as insurance, certain taxes, rentals, etc., 
the balance-sheet of a sugar mill which grinds its own cane includes 
deferred charges of a character entirely different from those usually 
found in balance-sheets of manufacturing companies. The deferred 
charges referred to consist of expenses applicable to future crops. 

To understand thoroughly the origin of these deferred expenses, 
it is necessary to know just how the processes of planting, cultivation 
and harvesting of the cane are reflected upon the books. In those 
parts of the West Indies which produce the bulk of the sugar crops 
of those islands, the grinding season begins around December and 
usually ends about June, the closing date depending somewhat on the 
time the rainy season sets in. The grinding season covers from 150 
to 175 days. The crop of cane being ground in that season is charged 
with three principal divisions of expense, or at least some of them ; 
first a part of the original cost of clearing the land and the planting 
of the seed ; second, the cost of replanting and cultivating cane during 
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the grinding season (for the next crop) in ground which may have 
been cleared previous to the current crop; third, the cost of harvest- 
ing the crop being ground. The mill costs are not considered at this 
point because no element of deferred expenses enters therein; in 
fact a liability may be involved. 


1. The cost of clearing the ground and planting the seed in virgin 
territory is usually written off over the number of cuttings expected 
from planting, usually five crops, although the actual cuttings may 
be many more. Thus, except in those cases where the final yearly 
amount has been written off to operating costs, there is a deferred 
charge for clearing and planting. 

2. At the time of grinding, the ground is again being cultivated 
for a new crop, which will not be ready for cutting until the follow- 
ing year. Consequently, there will be carried forward another de- 
ferred charge of the same nature as the first but with the difference 
that the expense of cultivating for such new crop will be written off 
entirely against the crop ground in the following year. 

3. The cost of harvesting the current crop will, of course, be 
charged against that crop; and no part of such expense should be 
deferred. 


It can be seen that an incorrect method of handling these ex- ~ 
penses may result in an overstatement or an understatement of op- 
erating costs, and corresponding errors in the balance-sheet. 


Mail ORDER HOUSE.—Among deferred charges, the mail order 
house may properly include catalog expenses incurred in prepara- 
tion for an advance season. The outlay for catalogs usually is an 
important item, and care should be taken to insure that the expendi- 
tures are properly allocated to the various seasons for which cata- 
logs are issued. It is not good accounting practice to charge into 
one period expenses which exclusively benefit a succeeding period 
or periods. When there is a well-founded doubt about the wisdom 
of expenditures there is a corresponding lack of benefit accruing to 
the succeeding period; but there can be no well-founded doubt about 
the cost of the preparation of the catalog for a new season. 


Or wetts.—All expenditures for the drilling of producing wells, 
and to bring the property to an operating point should be charged to 
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capital accounts. Many oil concerns, and particularly the smaller 
ones, arrange with drilling contractors to drill the wells at a stipu- 
lated price per foot drilled. The contractor usually furnishes the 
labor, drilling machine, derrick, boiler and drilling tools, and the oil 
concern supplies the tubing, casing, rods and other permanent equip- 
ment necessary for the operation of the well. The contract may pro- 
vide that either the drilling contractor or the oil concern shall furnish 
water and fuel required for drilling purposes. Part of the drilling 
equipment furnished by the contractor may be retained and paid for 
by the oil concern and used in the operation of the well. 

If the oil concern owns several properties and contemplates ex- 
tensive developments, it may be advantageous to purchase one or 
more drilling machines and strings of drilling tools and to drill its 
own wells. The procedure usually followed in such cases is to charge 
to a separate capital account, as, for instance, “drilling equipment,” 
the cost of the drilling equipment and tools. When the drilling 
equipment is in use, the costs of labor, tubing, casing, derrick and 
all other equipment, except the drilling equipment, are charged to the 
cost of development of the well. Depreciation of the drilling equip- 
ment should also be provided for. Should any of this equipment not 
be necessary to the operation of the well, it should be removed to the 

‘concern’s warehouse and its value at the time of removal should be 
credited to the cost of development with the value thereof at the time 
of removal. 

Overhead charges, such as superintendence, office expense and 
similar items incidental to development work may also be charged to 
capital accounts, although many oil concerns, as a conservative meas- 
ure, charge all such expenses against income. 

It should be noted that under the Revenue Act of 1926 oil con- 
cerns may deduct from income the development costs (except the 
cost of physical property) in the year in which they are paid. A\I- 
though this course may be followed under the tax laws, the correct 
accounting procedure is to capitalize all development costs and to 
charge them off over the estimated life of the property by way of 
depreciation. However, if the drilling of the well should result in a 
“dry hole,” that is to say, if oil in paying quantities should not be 
found, the cost of development, less the value of the remaining ma- 
terial removed to the warehouse, should be charged against income. 
The auditor should examine the cost of development accounts to as- 
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certain that they do not contain costs of “dry holes” or abandoned 
wells. He should also ascertain that costs of cleaning the wells or of 
deepening them (unless it be done to reach another stratum of oil 
sand), have been charged to operating expenses and not to costs of 
development. An examination of the “well logs,’ or record of drill- 
ing of each well, maintained by all oil concerns, should furnish the 
necessary information as to “dry holes,” abandoned wells and clean- 
ing out and deepening operations. These “logs” give, with respect 
to each well, the date at which drilling commenced, the number of 
feet drilled each day, the quantity of casing used and the date when 
the production of oil was begun or the well was abandoned as a “‘dry 
hole.” Subsequent deepening and cleaning out operations are also 
usually recorded. 

The methods used by the oil concern in accounting for its ma- 
terials and supplies should be examined by the auditor. These are 
usually controlled by the “warehouse” or “material and supplies” 
account on the general ledger. Large discrepancies between the 
physical inventory and the book value are frequently found to exist. 
These discrepancies may be due to a disregard for accounting require- 
ments on the part of those in charge of field operations, or, as is 
more likely to be the case, are attributable to clerical errors. It often 
happens that materials and supplies are removed from a well to 
a warehouse without a record of the transfer, resulting in an over- 
charge to cost of development account, and an excess in the physical 
inventory. Transfers of materials and supplies are also made from 
one well to another, the warehouse account receiving credit therefor, 
which results in a duplication of charges to cost of development and 
a discrepancy in the book inventory. Where such conditions exist, 
the auditor should strongly recommend that the management require 
a strict adherence to the rule that all purchases shall be charged to 
the warehouse account, and that all issues and transfers shall be 
recorded in the warehouse account. 
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The program of a detailed audit is not complete without an ex- 
haustive investigation of trial balances to determine if any accounts 
are merely ledger accounts which require analysis and restatement 
in order to make intelligent use of them possible. 


One of the most important matters in any audit is the verification 


of the trial balance. 


By this is not meant the routine checking of 


the ledger footings and extraction of the balance merely to test its 
arithmetical accuracy, but that careful examination or study which 
throws light on the entire and detailed working of the whole system. 
Every ledger caption should mean something. After some expe- 
rience, an auditor, by simply looking at the various accounts scheduled 
on the trial balance, is able to discuss the whole system. Of course, 
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no sane practitioner commits himself after such a cursory glance, 
but he gains sufficient insight into the affairs of his client to suggest 
the next and succeeding steps in the audit. He must not spend too 
much time on trifling errors in a trial balance, but should take enough 
time to satisfy himself that the trial balance honestly represents the 
face of the ledgers and that it may be relied on as a basis for a report 
or balance-sheet. 

The auditor should obtain a copy of the last trial balance at 
the earliest possible moment. Usually, if he asks for it at the 
commencement of an audit, it will be copied for him by an office 
clerk. 

Subsequent analyses of accounts will lead up to the trial balance, 
and any alteration of figures in the ledger will probably be disclosed 
thereby. 

If the trial balance is not correct, it is no part of an auditor’s 
duties to locate the error or errors in it. He should insist that the 
client’s staff secure an exact balance; if this is impracticable, the 
matter should be referred to the client and an understanding reached 
as to further procedure. 

The best plan is for the audit to proceed as if no difference 
exists. The various tests suggested should be made, but no other 
steps taken, unless numerous errors are discovered, in which case 
permission should be secured from the client to verify all the work 
and secure a correct balance. If the errors are few in number 
and the accounts are reasonably correct, the auditor should not at- 
tempt to discover clerical errors. He can postpone the-audit until 
they are located, even if ‘the services of an additional clerk are 
required. Anyone who spends his time in such work is not, and is 
not developing into, a professional auditor. Such elementary book- 
keeping work should be left to clerks. 


Asset and Liability Items 


From the point of view of clients’ relations to their employees, 
the audit of income and expenses is more important than the 
audit of the balance-sheet; but the accuracy or inaccuracy of the 
balance-sheet affects proprietors, whether partners or stockholders, 
as well as the public through its representatives, the bankers, credi- 


628 AUDITING—THEORY AND PRACTICE [Ch. 28 


tors and prospective investors. It is also of importance as a basis 
of transfer from one partner to another. 

The detailed audit naturally includes a verification of the assets 
and liabilities, and, in order to avoid repetition, the chapters on 
balance-sheet audits 1 should be referred to as indicating a part of the 
program of a detailed audit. Some balance-sheet items are more 
fully covered in a detailed audit than in a balance-sheet audit. They 
will now be discussed. 


Accounts receivable.—A schedule of accounts receivable should 
be compiled, preferably by the clients’ clerks, to supplement the trial 
balance. 

The balance due from each customer should represent specific 
invoices unpaid, or else it should be clear that the debtor is making 
partial payments. If the credits indicate that the latter is not the 
case, and the balances due cannot be identified with the most recent 
invoices, it is apparent that something is wrong, or unadjusted differ- 
ences have been allowed to accumulate which require explanation. 
In all such cases the auditor should require one of the office staff 
to state the composition of the balance. It may develop that, in, 
order to furnish this information, the entire account must be analyzed, 
but this, of course, is the best possible reason for insistence on the 
part of the auditor. 

The auditor should not spend his time in analyzing the composi- 
tion of customers’ balances. When the accounts are properly kept 
the open items should be obvious. If not, suggestions for improve- 
ment of the system are in order. 

Income from sales cannot be completely verified until all debits 
to customers are ascertained to be collectible; charges known to be 
uncollectible, but remaining open in the accounts of solvent debtors, 
may be difficult to locate, but are none the less important. 

If the balances used in the final trial balances are not brought 
down, they should at least be noted on the ledger pages. Prefer- 
ably this should be done by the office staff, but, if necessary, the 
auditor should do it himself. When credit balances appear on 
customers’ accounts, the total of such balances should be specified 
as such among the liabilities and the aggregate debit balances should 


* Page 78 et seq. 
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be set forth as accounts receivable instead of including the net bal- 
ances only as assets. 

In many instances customers’ credit balances consist not only of 
amounts actually repayable to them, but of advances to be applied as 
credits against unbilled orders. These credit balances indirectly 
are accounts payable, and should appear among the liabilities grouped 
separately as “customers’ credit balances,” unless the aggregate is 
small and in that case it may be included among accounts payable. 

Many auditors “‘age’’ customers’ accounts as the most satisfactory 
method of checking the allowance for bad debts, and to comply with 
the requirements of credit grantors. Take for instance practically 
all of the forms of balance-sheets in Appendix C. However, the 
usual method of aging accounts is time-consuming and not propor- 
tionately or conclusively informing. 


BaD OR DOUBTFUL ACCOUNTS RECEIVABLE.—The schedule pre- 
pared by the auditor or the client’s staff, in addition to showing that 
the balances due from solvent debtors are composed of collectible 
items, should indicate each account that is overdue, so that inquiry 
can be made about such items to determine the amount to be allowed 
for losses on overdue accounts. In addition, an amount should be 
allowed for the current items based on past experience. The deduc- 
tion of the sum of these two accounts should bring the aggregate due 
from trade debtors to an estimate of the amount which will be realized 
in cash. 

It is not always desirable to charge off doubtful accounts, and it 
is never desirable to carry an account long overdue among the cur- 
rent accounts. The best practice, therefore, is to transfer the account 
(or the sheet, if the ledger is in loose-leaf form) to a doubtful ac- 
counts ledger, at the same time creating an allowance therefor. The 
balances in this supplemental ledger will not be lost sight of, since 
they form part of the trial balance. 

As soon as an account is known to be irretrievably bad, it should 
be writcen off entirely. In the meantime a record of the progress 
of collection, such as commencement of suit, etc., should be noted 
on the account. 

The auditor should examine accounts written off during previous 
years and see whether or not any effort is being made to collect from 
those which are not absolutely worthless. 
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Provision for doubtful accounts should preferably be made each 
month, based on a percentage of the total sales. This fixes in the 
minds of all concerned the fact that losses may be expected, and 
stimulates the credit and collection departments to keep down the 
losses and “make a profit on the provision for doubtful accounts.” 
If this course is not followed, the auditor must make the allowance 
large enough to cover the losses which his experience teaches will be 
incurred. 

In this respect managers and others sometimes mislead the auditor 
because they do not admit the full amount of the bad accounts. 
After some years of experience an auditor finds that his opinion 
on this point is better than anyone else’s and he should use his own 
judgment in stating the probable losses. This applies especially 
where the business is comparatively old and actual losses for a series 
of years can be ascertained. 


Notes receivable—The record of notes receivable should be 
examined, and if comparatively few notes have been received, the 
disposition of each note should be followed from the account to 
which credited until collected or returned unpaid. If a large number 
of notes have been received, the auditor should test the accuracy 
of the record by selecting a few months at random out of the year 
and verifying in detail the transactions appearing in those months. 


NOTES RECEIVABLE PROTESTED.—The auditor should see that pro- 
tested notes are charged back to the account of debtor, and that sub- 
sequent attempts to collect are made. The protested note should be 
submitted as a voucher or otherwise accounted for in all cases where 
the item is still open. It is possible for a dishonest cashier to charge 
back as unpaid, items actually collected, and subsequently write off 
the accounts to bad debts; but in such a case, as no voucher can be 
produced, the fraud is disclosed. It is a small matter, but the auditor 
should ascertain whether or not all protest fees and accrued interest, 
as well as the face of the notes, are charged to debtors. In many cases 
collection can be made subsequently, so that the omission to charge 


all proper items direct to debtors’ accounts means the loss of such 
items. 
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Inventories.—In a detailed audit this item in the balance-sheet 
should be examined first if the prices charged for the product, as 
compared with cost, indicate that the business has been profitable, 
even though the books show a loss. Inventories are frequently taken 
hurriedly, materials in transit are often omitted, or included when 
the bills therefor have not been entered. An inventory at the be- 
ginning of a period may be overvalued, and at the end undervalued, 
and numerous other causes may be cited to suggest errors which, 
if not detected, result in misleading income statements. In a case 
of this nature an auditor finds the inventories a fruitful source of 
error. 

The auditor must use good judgment in passing values, for each 
increase or decrease in an inventory affects the income account 
correspondingly. It would be as bad to pass values which are under- 
stated as to pass values which are overstated, if the result is to be 
used for ulterior purposes. The most flagrant cases, however, are 
overvaluations. With these an auditor must deal without fear or 
favor. 


Investments of institutions.—In the audit of non-profit organi- 
zations the largest item to be verified is that of investments. They 
should be verified by examination or confirmation with the deposi- 
tories. A large part of the investments are usually donated or pur- 
chased to establish and maintain specific funds or trusts. Some 
institutions have a large number of such funds. The records should 
show clearly the total amounts of all special funds and the invested 
and uninvested portion. The auditor should ascertain that each fund 
has been applied to the purpose for which it was established. 

The purchases and sales of securities made during the period 
under review should have been authorized by some official body 
or committee. In some cases it is required that the purchases be 
made in conformity with statutory, testamentary or other specific 
requirements. Where the investment items are numerous the auditor 
should request that a list be prepared for him giving full details of 
each item. This list should be compared with the records and the 
securities checked against it when the count is made or the letters of 
confirmation are received. Sometimes the securities held for each 
fund are found in a separate envelope or holder. Since similar securi- 
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ties may be held in several funds it is important in such cases to 
guard against the possibility of the same item being submitted for 
inspection a second time. 

It frequently happens that coupons have been detached from 
some of the bonds owing to the approaching maturity date, or for 
some other good reason. The auditor should satisfy himself as to 
the regularity of such procedure. 

In some cases securities are found among the institution’s papers 
which are not on the list prepared from the records and do not 
appear in the records. A notation should be made of such items 
and the omission from the records should be investigated. Where 
such securities are listed as “worthless” it is possible that an investi- 
gation may reveal the fact that they have some value. 

One of the problems with investments is the adjustment made 
necessary on account of the purchase of interest-bearing securities 
at prices above or below par. This adjustment is required to preserve 
the amount of the principal invested so that when the par is collected 
at maturity the fund will be maintained at its original figure. Some 
institutions amortize each investment on a scientific basis, crediting 
the income at the effective rate instead of the actual rate and apply- 
ing the difference as an adjustment to the book value of the security. 
Other institutions pool all investments in a general investment fund 
and credit the income to each fund at an average rate arrived at by 
dividing the total of the investment fund into the amount received 
from all securities held for this fund. Where this plan is in operation 
the amounts of the specific funds do not change, and the increase 
or decrease in the amount of the securities due to maturities or sales 
usually becomes a part of the general fund. Where specific securi- 
ties are donated for a specific fund, as a rule, they should not be 
included in the general fund mentioned above. 


Notes payable.—All notes paid during the period under audit 
should be submitted as vouchers. If notes are issued from a stub 
book, or if a special form is used, all should be accounted for. 
Spoiled notes should be pasted on their respective stubs as is done 
with checks. 

If careful consideration is given to the notes issued during the 
period, it will assist the auditor to determine whether all notes out- 
standing at the date of the balance-sheet appear thereon. 
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UNRECORDED NOTES PAYABLE.—In a detailed audit the auditor | 
finds better opportunities for securing information relative to notes 
payable outstanding, but omitted from the books, than in the case 
of a balance-sheet audit. In the former case scrutiny of cash receipts, 
interest, discount, bonuses paid, and credits to the personal accounts 
of partners and officers of corporations, may disclose clues as to un- 
entered or misapplied liabilities. Creditors should be asked to con- 
firm the amount of the liability on notes as well as on accounts. 
Purchases of fixed assets are sometimes made by giving notes which 
may still be outstanding. The asset accounts may be charged for 
only the amount paid or for the full face value of the notes. 

An auditor had completed his examination and was about to 
deliver the report when he accidentally stopped in at a bank on the 
way to the client’s office. _The cashier spoke of the audit and inquired 
whether the auditor thought that a note for $15,000, due the follow- 
ing month, would be paid. The auditor knowing that no such item 
appeared on the balance-sheet nor in the books, asked to see the note. 
He found that it was a company note executed by the treasurer, who 
had received and misappropriated the proceeds without passing any 
entry therefor through the books. The auditor would have detected 
the fraud had he asked the bank if it held any obligations of the 
company.” 


INDORSEMENTS.—In checking paid notes the indorsements should 
be examined. Many notes are made to the order of and indorsed by 
the payee, but, if discounted, bear the rubber-stamp indorsement or 
cancellation mark of the bank. If there are no such marks, inquiry 
should be made, although an overdue note can hardly cause much 
trouble. 

See page 272 et seq., for a more complete discussion of notes 
payable. 


Partners’ withdrawals.—If payments are made in currency, 
partners should approve their accounts as they appear in the ledger. 
The practice, so prevalent, of drawing comparatively small 
amounts at a time and initialing a continuing voucher, or declining to 
give one at all, is a direct temptation to dishonesty on the part of the 


*See page 273 et seq., for forms to be used in requesting confirmations. 


634 AUDITING—THEORY AND PRACTICE [Ch. 28 


cashier. Auditors should criticize the practice vigorously and sug- 
gest to partners that their withdrawals be by check only, and that 
they pay their personal bills through their own bank accounts. 


INTEREST PAID TO PARTNERS.—Interest paid to partners upon 
contributed capital or so-called partnership loans is an expense of 
the business only so far as the partners themselves are concerned. 
Contributions by general partners are at the risk of the business so 
far as creditors are concerned, and it is customary in preparing bal- 
ance-sheets to combine all the partners’ accounts as the aggregate 
capital of the partnership, irrespective of how the balances appear 
upon the firm’s books. 


Premiums on capital stock.—The amount received from 
premiums on capital stock is clearly a capital receipt and is not 
available as a fund out of which to pay dividends; that is, from an 
accounting point of view. There may be no legal obstacle in the 
way of crediting the premiums to surplus, and paying out the entire 
surplus as dividends, but in effect a board of directors might as well 
attempt to pay out the remaining portion of the amount received 
for stock. Let us suppose that stock is issued at $110 per share, 
$100 being credited to capital stock, and $10 to surplus. If the latter 
amount is distributable, why not $10 more, leaving $90 to be credited 
to capital? The answer would probably be made that the law does 
not permit capital stock to be issued at a discount, but since property 
of all kinds may be turned in as payment for stock, the theory of 
stock being issued for actual value is a dead letter. 

Premiums received on capital stock should be credited to an 
account so entitled or to capital surplus, and should not be absorbed 
in the regular surplus account. 


Premiums on redeemable preferred stock.—When a preferred 
stock is issued with a provision that it is redeemable after five years 
at 110, or any other figure, the premium paid at redemption may be 
considered an extra dividend. 

It must be remembered that the provision to redeem the stock 
at a premium cannot be made mandatory. The premium is a charge 
against profits in any event, and cannot be paid unless there are 
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sufficient profits earned out of which to pay it. Because of this 
condition a promise to redeem at a premium is not binding. 


Bonds.—A trial balance should be taken of the bond ledger or 
register to ascertain that the aggregate outstanding is correct and is 
in agreement with the general ledger. Canceled bonds should be in- 
spected or accounted for. The bond agreement should be read, and 
if it contains any provisions as to sinking funds, etc., the auditor 
should ascertain that these are carried out or a report made on it. 

All bonds which have been certified by the trustees and delivered 
to the corporation must be accounted for. If they have been sold 
for cash or issued for property, the handling of the proceeds should 
be followed to see that proper entries have been made, thus rendering 
a subsequent audit practicable. If any bonds have not been sold but 
are supposed to be on hand as treasury bonds, the auditor should ask 
to see them. Frequently treasury bonds are deposited as collateral 
for loans, and, since this fact must appear on the balance-sheet, the 
auditor should be sure to ascertain the facts. 

It should be ascertained whether or not the amount of interest 
accrued has been set up in the accounts and whether the amount due 
has been paid. Careful methods should be in force relative to cou- 
pons. They should be canceled effectively immediately upon receipt, 
and kept on file, not destroyed. When destroyed by the trustee, 
certificates are furnished and should be examined. The auditor 
should see that the canceled coupons are accounted for, either by 
cremation certificate from the trustee, or if retained by the com- 
pany they should be pasted on sheets numbered to correspond with 
each bond. When not in good order, the auditor should report the 
condition to an officer of the company. 


Capital Expenditure 


Throughout the audit of expenditure the distinction between 
capital and income must be borne in mind. It is sometimes believed 
that so long as expenditure for capital outlay, as well as for current 
maintenance, is charged to income and not capitalized, no fault can 
be found with such a conservative course, but that the reverse of this 
practice cannot be justified under any circumstances. Theoretically 
this position is wrong, the proper rule being to ascertain the correct 
application of each payment and to charge the account to which the 
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item belongs. Practically, much can be said in support of what is 
known as the conservative method. 

There is difficulty in ascertaining the exact effect of alterations, 
betterments, and new construction. The tendency of some managers 
to capitalize the cost inclines auditors to approve the charge to main- 
tenance of all items about which there is the slightest doubt. In 
other words, a practice which is objectionable in theory becomes a 
virtue in practice. 

The audit of capital expenditure is rarely satisfactory when 
made by items, since one item may be chargeable to capital, while 
another item of exactly the same nature may be chargeable to income, 
the distinction depending entirely on the purpose for which the 
purchases are used. 

All well-regulated concerns have a storeroom system, which 
means that most debits to plant accounts originate in storeroom 
charges. It is simply. impossible to determine long afterward, by a 
mere inspection of the voucher, whether it should be charged to one 
account or another. 


Method of verification.—The most satisfactory verification is 
to secure a trustworthy memorandum of the additions and improve- 
ments which have been undertaken or completed in order to increase 
the earning power or efficiency of the plant. That is, if a new build- 
ing has been erected or a new power plant has been installed, the audi- 
tor should assemble all of the items applicable thereto ? and compare 
the expenditure as a whole with the estimated value of the improve- 
ment, or the official authorization. He should ascertain what is re- 
placed, and what additional capacity or economies are effected. 

Odds and ends should not be charged to capital, so that the 
increase in plant accounts for a given period should be reducible 
to definite grouping as indicated. If it is found that the total 
capacity of the plant is not materially increased by the outlay, it 
may be inferred that the changes were necessary to renew or replace 
worn-out or obsolete buildings or equipment. 

Public utilities have, as a rule, a considerable amount of construc- 
tion and extension work in progress. These jobs are the result of 

* Among the elements which enter into cost new and cost of reproduction 
are the following: organization, legal and engineering expenses, interest, dis- 


count, taxes and insurance during construction, city inspection, brokerage, and 
contractor’s profit or compensation. 
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certain authorized construction orders or estimates. Some companies 
are very careful to have advance estimates of cost authorized and to 
check up the actual expenditures with these preliminary estimates, 
obtaining satisfactory explanations of differences. Other companies 
require no explanations of revised estimates except in rare instances. 
With a view to executive supervision and control it would seem essen- 
tial that matters of this nature should be duly followed up and differ- 
ences above a certain percentage properly accounted for by explana- 
tions from those who prepared the original estimates. 


SURPLUS EARNED PRIOR TO PURCHASE OF CAPITAL ASSETS.—Where 
a corporation purchases during the fiscal year the net assets of an- 
other corporation, that is, takes over the assets and assumes the 
liabilities with a further provision that the purchasing corporation 
will receive the profits earned since the close of the previous period, 
this profit after it is determined is not income but capital. It is 
impossible to realize a profit until after the acquisition of property. 
It may immediately be resold at a profit, but that constitutes a new 
transaction. The cost of property is its net cost. Profit accrued up 
to date of acquisition, or surplus from reappraisals, are merely ad- 
justments which affect the net purchase price; current or earned 
surplus is not affected. 


OvERHEAD WHEN CONCERN BUILDS ITS OWN EQUIPMENT.— When 
a manufacturing concern erects some of its own buildings or manu- 
factures some of its equipment, there arises the question of the 
overhead rates to be used in the costs of such buildings and equip- 
ment as are charged to plant asset accounts. It is a safe procedure 
to add to such asset accounts only the overhead that can be attributed 
directly to the work done on the plant or equipment. In any event 
the overhead added should not increase the cost to a figure higher 
than that at which the article can be purchased on the market. The 
object to be attained is to insure that the manufactured product does 
not bear overhead which is really applicable to the production of capi- 
tal assets. 

There is a definite distinction between a saving and an earning. 
If 2 concern manufactures its own equipment or erects a building 
and does it at a cost less than it can be done for by outsiders, good 
accounting practice does not permit an increase in capital cost and 
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a credit to income equal to the assumed saving. Auditors rarely 
believe that there is a saving, but even assuming that there is, the 
very good rule that one cannot make a profit out of dealing with 
himself should be invoked. When the low cost work is done, the as- 
sumption is justifiable that when it wears out it can be replaced at 
the same cost. The benefit of the saving is realized from day to 
day in lower depreciation charges. 

The following is from the Federal Reserve Bulletin, April, 1917: 


While it may be considered permissible to make a charge for factory 
overhead cost to additions to property such as e.g. time of superintendent 
and his clerical force employed on construction work, etc., it cannot be 
deemed conservative business practice, inasmuch as the probabilities are 
that the overhead charges of a plant will not be decreased to any extent 
even though additions are not under way, and, therefore, the absorption 
of part of these charges when additions are in progress, has the effect of 
reducing the operating costs, as compared with months in which no con- 
struction work is under way. 


Cash discounts on capital payments.—lIt is held by some that 
the cash discounts deducted from payments on account of capital out- 
lay should be credited to interest or discount account and be treated 
as an earning. This, however, is a fallacy, as will be shown by 
a concrete example. Suppose a fund of $10,000 is set aside to 
buy machinery; the invoices may aggregate exactly $10,000 and are 
subject to a discount of 2 per cent if paid within ten days. Ad- 
vantage is taken of the discount and $9,800 is paid out. It cannot 
be contended that the cost is $10,000 and that an earning of $200 is 
realized, because such is not the fact. The machinery cost $9,800 in 
cash, and the cash balance which remained is simply an unexpended 
fund. It is a saving—not an earning. It has not been used and is 
now available for other purposes. This is parallel with the treat- 
ment of cash discounts on merchandise purchases, the net result 
being the same because the purchases account is ultimately reduced 
by the amount of the discount through the income account. 


Real estate.—Usually, there are few items of cash payments in 
connection with the purchase of land or improved real estate. More 
frequently it is found that bonds or stocks are issued in payment. 
Usually these items can be vouched from the minutes of boards of 
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directors, the contracts themselves, and the acknowledgments of the 
payees. : 

An instance is known of a promoter who was made the president 
of a holding company and who paid himself, as representing one of 
the subsidiaries, a larger number of bonds than he was entitled to. 
The records of the holding company were altered to fit the transac- 
tion and the auditors were deceived. If the books of the subsidiary 
company had been examined, the fraud would have been discovered. 


SPECIAL ASSESSMENTS.—Assessments of a kind tending to in- 
crease the value of the property assessed should be capitalized. When 
the proceeds are used to finance transitory services, such as light- 
ing, sprinkling and cleaning streets, snow removal and protection of 
trees by moth removal, the benefit is temporary. At the end of the 
year, the property owner faces another similar charge to defray 
the costs of services for the coming year. There is no permanent 
cumulative appreciation in the selling value of the land traceable to 
the payment of such taxes, and the items are chargeable to main- 
tenance. 


Buildings—Where a considerable amount is being expended 
on new or old buildings, the payments should be carefully vouched. 
Individual payments, however, will probably be supported by genu- 
ine-looking vouchers and will not reveal any irregularity which may 
be going on, either on the part of the client’s staff or on the part of 
the contractor. Therefore, the operations as a whole should be 
checked with the authorizations of the board of directors, or execu- 
tives in charge of the work, and with the bids or estimates submitted 
before work was commenced. 


WHAT TO CAPITALIZE.—It is permissible to charge all expenses 
and outlays, such as permits, architects’ and engineers’ fees, clerical 
salaries when clearly applicable to new work, and similar items, to 
the work itself. It may seem more conservative to charge part of 
this expenditure to revenue, but in all cases it is preferable to assem- 
ble all costs into one account; if it appears desirable to write off a 
part of the cost, it can be done at any time. The details, having once 
appeared, the account is subsequently available for any desired in- 
formation. 
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SHOULD THE COST OF “MISTAKES” BE CAPITALIZED?—Good ac- 
counting procedure permits the cost of mistakes to be capitalized 
before a business starts to operate. After operations commence the 
cost of mistakes is a necessary and very ordinary expense. 


INTEREST.—Cost may include (during the construction period) 
interest paid on borrowed money used for construction purposes. 
Otherwise a concern may find that a profit and loss deficit existed 
with respect to a new plant, before its completion. After completion 
a plant is expected to earn a sufficient profit to cover interest, but 
it is unreasonable to apply such a rule before its earning power be- 
comes possible. 

In computing taxes the United States Treasury has allowed the 
capitalization of interest during original construction, but in some 
cases at least has disallowed the charge on subsequent additions. 
Some accountants follow the Treasury practice but the position is 
inconsistent. 

The accounting practice of charging interest to construction pro- 
duces unequal results so far as comparative records are concerned. 
One concern erects a plant with borrowed money; another concern 
uses its own capital. Other things being equal, the book records show 
that one plant costs more than the other. Subsequent depreciation 
charges of one are more than the other; nevertheless the books 
merely record the facts. Upon the beginning of operations neither 
concern showed a loss or a profit; subsequently the operating costs 
of one are less than the other—as they should be. The benefit is 
equivalent to a return on the concern’s original investment of its 
own capital. 

When questions of rate-making or public supervision are in issue, 
an adjustment of book costs is required. Both concerns should be 
treated the same. To the book cost of one should be added an 
amount equal to a fair rate of interest. After the beginning of 
operations both concerns will then be on the same footing. The al- 
lowance for rate-making does not commence until construction is 
complete or operations begin. If the adjustment is shown in the 
books (which is not necessary) the corresponding credit is to capital 
surplus ; the income account and rate-making are not affected. 

In large corporations with much construction going on, trans- 
fers of new work may only be made semi-annually or annually. 
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Care should be taken to see that interest stops as soon as the new 
units are completed. 


Is INTEREST ON INCOME BONDS AN EXPENSE WHEN NOT PAID?>— 
When income bonds are outstanding during construction periods and 
it is believed that the interest will be paid, it is proper to capitalize 
the interest, even though its legal accrual depends on (1) sufficient 
income to pay the interest and (2) the authorization of the payments 
by the directors. The subject is too complicated to discuss at length. 
Any doubt should be decided in favor of capitalization during the 
construction period. 


INSTALMENTS DUE.—The auditor should ascertain whether in- 
stalments are due on contracts in progress. The liabilities for such 
instalments should appear on the balance-sheet because they should 
be considered in conjunction with the margin of current assets over 
current liabilities. 


Improvements and extensions.—The terms “improvements” 
and “extensions” are descriptive in themselves, but they are hard to 
define in practice; that is, hard for an auditor to define. The fact 
is that practically no part of a plant is renewed or replaced in exactly 
‘its former state. Almost invariably it is enlarged or otherwise 
changed for the better, so that there is some basis for the difficulty 
of determining what to do. If there is no increased earning capacity 
the question is simplified, but even here we cannot lay down the hard- 
and-fast rule that no part of the new cost must be capitalized. 


ILLUSTRATION.—Suppose a railroad company demolishes an old 
wooden station and erects in its place a larger and more ornate struc- 
ture of brick and stone, at a cost which is $100,000 in excess of the 
book value of the old building. It may be assumed that the earning 
capacity is not materially increased ; probably the maintenance cost of 
the new structure is greater than that of the old. The argument will 
be used that the traveling public demands beauty as well as utility ; 
and there is an actual, if almost imperceptible, increased earning 
potentiality in the more handsome structure. 

However, the auditor cannot overlook the fact that the accounting 
theory is widely accepted that in a case such as that just cited the cost 
of the wooden structure should be written off (through depreciation 
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allowances and any additional adjustment which may be necessary at 
the time of replacement) and the cost of the brick and stone structure 
be capitalized. In this way the plant account would reflect the cost 
of the existing structure. 

The same point arises in connection with manufacturing con- 
cerns. Large and expensive office buildings, recreation facilities, and 
similar expenditures are made without any apparent increase in earn- 
ing capacity. 


MANAGERIAL SALARIES.—Another somewhat uncertain point in 
plants where improvements or extensions are being made at intervals, 
is the selection of the proper account to which the salary of a mana- 
ger or a superintendent should be charged. It may be that the entire 
time of these officials is devoted to the new construction while it is 
going on, and so there may be some justification for capitalizing part 
of such cost. 

Here again is a case of doubt which should be decided in favor 
of conservative practice. Work of this nature performed partly or 
entirely by a concern not in the building trade, usually costs more 
than if contracted for outside. There may be good reasons for not 
having the work done outside, but there is no good reason for running 
up the book cost beyond its replacement value. 

If left to the auditor to decide, he should not load the plant ac- 
count with general expense items such as managers’ or superinten- 
dents’ salaries excepting during a period of initial construction when 
the enterprise has not yet reached the operating stage. 


Machinery, etc.—Purchases of machinery, tools, fixtures, etc., 
should be analyzed to determine whether they are actual additions 
to plant equipment, or whether they are renewals. This point is dis- 
cussed in Chapter 31, ‘““Depreciation—General Principles.’’ The cost 
of installation, including freight, labor, and other items, is as much 
a part of the cost as the price of the machinery itself. 


INSTALMENT PLAN.—Where machines have been purchased upon 
the partial payment or instalment plan, it is customary to charge the 
entire purchase price to the machinery account and credit the vendor. 
As the monthly or other periodical payments are made the vendor’s 
account is charged and finally closed. Interest is usually included in 
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the gross purchase price, but of course does not form part of the 
price if cash is paid. The proper entry is to debit machinery with 
the cash price, and debit the interest account with the balance. 

On the balance-sheet, if prepared before the last payment is made, 
the value of the machinery less depreciation should be shown among 
the assets, with the facts as to the lien clearly shown on the face of 
the balance-sheet. The unpaid instalments are, to some extent at 
least, current liabilities and must be so included. 

If the payments extend over several years, the interest applicable 
to subsequent years may be set up as a deferred charge. If at the 
time the balance-sheet is prepared, any instalments are overdue, or 
if they have not been paid promptly, it may be that the equity will 
be lost through the retaking of the machines by the manufacturer. 
This possibility must be considered in valuing the item. 


RoyALTY PAYMENTS.—Machines are sometimes purchased under 
an agreement that a royalty will be paid on the output. The royalty 
payments should be charged to operating expenses. They have no 
connection with the purchase price so far as the books are concerned. 
The value of the machine is set up as an asset and depreciated on the 
basis of the effective life of the machine. 


Dividends 


The audit of dividend payments is simple. Authorization must 
always be found in the board minutes, and any dividend declared, if 
paid, must be paid to all stockholders of record at the date named. 
Dividends cannot be declared as at a past date, but may be dated 
ahead as far as may be desired. 

In the case of Jones v. Terre Haute & Richmond R. R. Co.,4 
Commissioner Reynolds said : 


It is certainly true, as a general rule, that a stockholder in a corpora- 
tion has an interest, in proportion to his stock, in all the corporate prop- 
erty, and has a right to share in any surplus of profits arising from its 
use and employment in the business of the company; and this legal right 
does not depend upon the question whether he is a stockholder of long 
standing or of recent date. The moment a person becomes stockholder in 
a corporation, all the incidents of interest or quasi-ownership in the cor- 
porate property attach. 


ea Nee Xan LOO; 
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In another New York case the court refused to order the directors 
to pay additional dividends, although the corporation had a very 
large surplus, part of which was in bank and represented a sum far 
in excess of that actually required for current purposes, and part of 
which was invested in outside securities. The court said: “The 
discretion of the directors in regard to declaring dividends will not 
be interfered with in the absence of fraud or an abuse of discretion.” 

In the Ford case® the courts ordered large distributions of cash 
which obviously was not required for the reasonable needs of the 
business. 


Dividends on preferred stock.—Questions arise regarding pre- 
ferred stock which do not arise in connection with common or no- 
par value stock. Agreements between corporations and holders of 
preferred stock are in effect between the holders of common and 
preferred stock. It is entirely legal to agree to pay 100 per cent per 
annum on preferred stock before anything is paid or accrues to 
common stock; preferences as to assets and retirement are limited 
only by the ingenuity of lawyers and those who seek new capital. 
It lies in the discretion of directors whether or not to pay accumula- 
tions of dividends on preferred stock; the only reasons for compelling 
dividends are fraud and accumulations of funds in excess of reason- 
able requirements.® 

When preferred stock is issued at various times, it is legal and 
proper to apportion the dividends payable to stockholders who have 
not held their stock for as long periods as others.* 


Stock dividends.—A stock dividend is a dividend payable in 
stock, common or preferred, of the same corporation by which it is 
declared. Sometimes a stock dividend is a gesture intended to placate 
ignorant stockholders. Financial writers usually refer to stock divi- 
dends as “melons” even though the Supreme Court of the United 
States has stated the obvious, viz., a stock dividend adds nothing to 
the equity of a stockholder in a corporation, and means no more than 
changing a five dollar bill into five one dollar bills. 

When it is intended that earned surplus shall be capitalized, stock 

° Dodge v. Ford Motor Co., 204 Michigan Reports, 450. 


oN. Y.,L. E. & W.R. R. Co. v. Nickals, 1190 U.S. 206; 30 Li Ed. 363. 


2 "Utica Trust & Dep. Co. v. Kellogg & Sons Co., 126 Appa DivenCNaa van 
176. 
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dividends may be sound procedure. There are other advantages in 
stock dividends such as greater marketability, due to a greater num- 
ber of shares; wider distribution; less criticism of cash dividend 
rates, etc. The reasons, however, do not justify the usual references 
to stock dividends as “melons,” except in the sense that there may be 
a subsequent increase in cash dividends. But increased cash divi- 
dends may be paid even though stock dividends are not declared. 


STOCK DIVIDENDS RECEIVED FROM SUBSIDIARY COMPANIES,— When 
a subsidiary corporation declares a stock dividend, the holding cor- 
poration owning the majority of the stock of such subsidiary, if it 
has not theretofore taken up the surplus of the subsidiary, may set 
upon its books as an asset, its interest (the percentage of its owner- 
ship of stock) in that part of the surplus capitalized on the books 
of the subsidiary corporation for the purpose of the stock dividend 
which has been earned by the subsidiary since the date of acquisition 
by the parent company. In other words, if the holding company 
owned 93 per cent of the subsidiary, it would be justified in enter- 
ing on its books the stock dividend at a value equal to 93 per cent 
of the amount of surplus since date of acquisition, transferred to the 
capital account on the books of the subsidiary. The amount so trans- 
ferred or capitalized is ordinarily, if not invariably, the par value of 
the stock issued as a dividend. 

It has been urged that the dividend may be set up “at the same 
value as the cost per share of its original holdings in said subsidiary,” 
but this is not correct. Assuming that $100 per share, i.e., the par 
value, is regarded as the cost to the holding corporation, the state- 
ment quoted would produce the same result as the above rule. This, 
however, would really be a mere coincidence. If the holding cor- 
poration has purchased control for more or less than par, and if this 
value is so recorded on its books, such procedure would not pro- 
duce the desired results. 

The holding corporation could, of course, declare a stock dividend 
of the amount that it credits to surplus on account of the value placed 
on the stock dividend received from the subsidiary. 


STOCK DIVIDENDS ON NO-PAR VALUE STOCK.—It will be assumed 
that on the books of a corporation, which has outstanding shares of 


no-par value and pays a dividend in no-par-value stock, the original 
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paid-in capital and/or capital surplus are segregated from earned 
surplus. When a dividend is declared, payable in additional no-par- 
value stock, what entry, if any, should be made in the earned surplus. 
account? Accounting authorities differ regarding the proper entry. 
If the dividend declaration is in dollars per share, no problem is in- 
volved. Earned surplus is debited and capital is credited. But 
such dividends usually are declared in stock as such with no mention 
of the dollar value. For such declarations the following book entries 
or methods have been suggested: 


I. Make no entry in dollars—Enter in the capital account which 
shows the number of shares outstanding the additional number of 
shares. When the balance-sheet is stated, show the total number of 
shares outstanding. The interest of the shareholders in the capital 
accounts and in the earned surplus is precisely the same as if no 
additional shares had been issued. The United States Supreme 
Court in Eisner v. Macomber (252 U. S. 189) decided that a stock 
dividend is not a distribution. If there has been no distribution, why 
debit earned surplus? The chief reason is that some corporations 
which pay stock dividends advise their stockholders that they are 
receiving the equivalent of cash dividends because they can sell the 
new shares. 

Shortly stated, a stock dividend ostensibly out of earnings is 
not a dividend at all in the common meaning of the term. A cor- 
poration may have $1,000,000 of capital stock represented by 10,000 
shares of $100 each and $1,000,000 earned surplus. It changes the 
par value of each share to $10 and issues 100,000 shares in place of 
10,000 shares. No one would suggest any change in earned surplus 
account. Another corporation has outstanding 50,000 shares of no- 
par-value stock, and original or stated capital of $1,000,000 and 
earned surplus of $1,000,000. It declares a stock dividend of 50,000 
shares, after which the stockholders hold 100,000 shares instead of 
50,000 shares. In neither case has the corporation distributed any- 
thing except pieces of paper. One is called a reduction in the par 
value of its shares. The other is called a stock dividend. There is, 
however, a difference in substance. 

In the first case anyone would know that the only change has 
been an increase in the number of shares outstanding. 


In the second case, it would be inferred, and properly so, that 
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the purpose is to segregate or capitalize part of the earned surplus 
and thus retain it in the business. This object is not accomplished 
if no transfer is made to capital account, because the undiminished 
surplus may then be drawn upon for cash dividends. 


IT, Debit earned surplus with an amount which fairly repre- 
sents the earnings which have been capitalized—lIn all cases there 
should be a transfer from earned surplus to capital or capital sur- 
plus of an amount which permanently capitalizes the amount of 
earnings which are being left in the business. Aside from their 
actual significance, stock dividends are assumed to be distribution 
of income. Thousands of stockholders who receive so-called regu- 
lar stock dividends are encouraged to sell their new stock and treat 
the proceeds as regular cash dividends. Unless earned surplus is 
correspondingly reduced, there has been no actual capitalization of 
the earnings left in the business. It is not enough to debit earned 
surplus with an amount equal to stated value, when the market price 
is substantially higher than stated value, because the income ac- 
count and the balance sheet will show as earned surplus earnings 
which the stockholders are led to believe were distributed in the 
form of stock dividends. A casual reader would naturally think 
that the entire balance of earned surplus would be available for 
cash dividends, whereas part or all of it may have been represented 
by the new shares sold by stockholders and treated as the equivalent 
of cash dividends. In order to reflect this so-called distribution, 
earned surplus should be debited with an amount which fairly rep- 
resents the market value of the new shares. The minimum transfer 
should be the stated value of the new shares, otherwise an amount 
up to the total earned surplus which more accurately reflects the 
stock distribution. 

Good practice requires directors to state in a stock dividend 
declaration in no-par value shares the amount of earned surplus 
which is capitalized. 


When dividends become liabilities—When a dividend is 
declared, it becomes a liability of the corporation at date of declara- 
tion. When examining minute books, the auditor should note the 
dates of declaration and see that appropriate liability accounts are 
created. 
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Dividends from surplus arising from sale of capital assets.— 
The net profit arising from the sale of fixed assets may be distributed 
in dividends, but good practice requires that stockholders be notified 
that the dividends are not from operating profits. When other fixed 
assets retained in the business have depreciated in value beyond the 
allowances for depreciation, depletion and obsolescence, the profit 
arising from the sale of part of the fixed assets should be applied 
against the shrinkages, and only the balar.ce should be transferred to 
surplus available for dividends. 


Should dividends ever be paid from capital?—In certain 
circumstances dividends may be legally paid from capital contributed 
by stockholders. It is not creditable to lawmakers that it should 
be so, as the incongruity of contributing to the capital of a corpora- 
tion and receiving part of it back in the guise of ordinary dividends 
should be sufficient to make the practice legally impossible. Disre- 
garding the legal aspect, it comes close to moral turpitude since the 
recipient of a dividend assumes that it is out of net income and 
would still think so if told that it arose from a depletion reserve. 

Auditors should take the position that the capital contributed by 
stockholders is a trust fund to be honestly and efficiently administered 
by boards of directors, who should never take advantage of the igno- 
rance and carelessness of the average stockholder. It may seem trite 
to refer to widows and orphans, nevertheless it is true that many of 
them depend on dividends for the necessities of life. When capital 
is depleted to pay dividends, corporate directors are not observing 
good faith in dealing with the trust reposed in them. Quite as serious 
is the position of creditors who have a right to rely on directors and 
auditors that the entire capital contributed by stockholders will re- 
main intact for their protection, unless unavoidably lost in operating. 
When there are honest losses stockholders do not benefit, but when 
dividends are paid out of capital, stockholders receive a preference 
over creditors which should not be permitted. 

The New York Stock Corporation Law states: 


No stock corporation shall declare or pay any dividend which shall 
impair its capital or capital stock, nor while its capital or capital stock 
is impaired, nor shall any such corporation declare or pay any dividend 
or make any distribution of assets to any of its stockholders, whether 
upon a reduction of the number of its shares or of its capital or capital 
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stock, unless the value of its assets remaining after the payment of such 
dividend, or after such distribution of assets, as the case may be, shall be 
at least equal to the aggregate amount of its debts and liabilities including 
capital or capital stock as the case may be. In case any such dividend 
shall be paid, or any such distribution of assets made, the directors in 
whose administration the same shall have been declared or made, except 
those who may have caused their dissent therefrom to be entered upon 
the minutes of the meetings of directors at the time or who were not 
present when such action was taken, shall be liable jointly and severally 
to such corporation and to the creditors thereof to the full amount of 
any loss sustained by such corporation or by its creditors respectively by 
reason of such dividend or distribution. (Stock Corporation Law 58.) 


The Ohio General Corporation Act (1927) provides, in section 
38, that dividends may be paid from capital surplus arising from 
capital contributed in excess of stated value, provided that “the stock- 
holders shall, at the time of payment, be notified of that fact.” It is 
believed that the foregoing provision will ordinarily prevent payment 
of dividends from capital surplus. It would be a courageous board 
of directors which would publicly acknowledge that it is paying ordi- 
nary dividends out of capital. 

The Ohio Act prohibits the payment in cash or property of divi- 
dends from “unrealized appreciation in value or revaluation of fixed 
assets,” or unrealized profit on certain current assets. There is no 
such restriction as to stock dividends. 

The attitude of the New York courts is well expressed in the 
following : 


The net income of a corporation for dividend purposes cannot be de- 
termined until all taxes, depreciation, maintenance and up-keep expendi- 
tures have been deducted. Otherwise, the dividend is not paid from the 
earnings, but by a depreciation of the capital account.* 


DIVIDENDS FROM PREMIUMS PAID ON PAR-VALUE CAPITAL STOCK. 
—lIn some states dividends may be paid from capital arising from the 
sales of capital stock in excess of par value, but no self-respecting 
board of directors would ever consider taking advantage of what, at 
best, is an inadvertence in the law. 

The following decision is illustrative of the attitude of the courts: 


.... the corporation never had any surplus profits out of which 
any dividends could have been paid, unless the moneys received as “pre- 


® People ex rel. Jamaica Water Supply Co. v. State Board of Tax Com., 
112 N. Y. Supp. 302. 
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miums” above the par value of stock sold might be segregated from the 
assets of the corporation and treated as profits of its business. 

We are satisfied that the entire proceeds of sales by a corporation 
of its own stock, even when sold for more than par value, are part of its 
original assets or capital stock, and therefore cannot be profits earned 
through the conduct of its business. The phrase “capital stock,” as used 
in section 309 of the Civil Code, means “not the shares of which the 
nominal capital is composed, but the actual capital, i.e., assets with which 
the corporation carries on its corporate business.” ° 


DIVIDENDS PAID OUT OF CAPITAL ARISING FROM REALIZATION OF 
WASTING ASSETS.—In some states the entire realizations from capital 
invested in minerals, timber, oil and other wasting assets may be paid 
in dividends. The practice is defended by those who argue that an 
investor in such properties is on notice that the cash realizations may 
not be reinvested in similar assets. Furthermore, stockholders may 
feel that they prefer to do their own reinvesting. 

The trend of the laws and the trend of public opinion is against 
the practice. Most of the large corporations which own natural re- 
sources do not confine their activities to single deposits of mineral, 
ore, etc., but own scattered holdings. Depletion allowances are set 
up on the books and dealt with as deductions from the asset accounts, 
and surplus available for dividends arises after allowance has been 
made for depletion. Isolated court decisions which sanction the prac- 
tice may be disregarded by auditors who should uphold the principle 
that capital must not be impaired by the repayment to stockholders 
of any of their contributed capital. When and if cases arise in 
which the question must be settled in strict accordance with the laws 
of the state of incorporation, lawyers and not auditors will conduct 
the litigation. 

The Supreme Court of Delaware 1° has held that Delaware cor- 
porations “engaged in the exploitation of wasting assets” are not 
exempt from the general rule and that in Delaware there is no excep- 
tion “in favor of wasting assets of corporations.” 

The Ohio General Corporation Act (1927), in section 38, states 
that corporations may provide in their articles of incorporation that 
dividends may be paid from surplus without the deduction of deple- 


* Merchants and Insurers’ Reporting Co. v. Hugo Schroeder, 39 California 
Appeals 226. 


“Wittenberg et al. v. Federal Mining & Smelting Company, 133 Atl. 48. 
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tion, but that “no dividend shall be paid to the holders of any class 
of shares in violation of the right of the holders of any other class 
of shares.” This provision is intended to protect the equity of pre- 
ferred stockholders. 


CAN DIVIDENDS BE PAID WHEN CURRENT PROFITS ARE NOT 
SUFFICIENT TO WIPE OUT A PREVIOUS DEFICIT ?—There are certain 
English cases which seem to hold that dividends may be paid from 
current net income even though a deficit exists which has arisen 
from previous losses, but these cases have no bearing on American 
practice and need not be discussed. The procedure in the United 
States is to reduce the capital or reorganize. 

Distributions of an excess secured solely by reductions of capital 
stock are a distribution of capital. For instance, taking a cor- 
poration whose assets are $250,000, liabilities $100,000, and capital 
$300,000, there would be a deficit of $150,000. Should there be a 
reduction of capital amounting to $200,000, the deficit of $150,000 
would be eliminated and a surplus of $50,000 would be created. 
This surplus would not represent surplus profits arising from the 
business, and a distribution of such surplus could not be considered 
as a dividend. 


Case or INTERBOROUGH-METROPOLITAN CompaNny.—The heavy 
losses of the Interborough-Metropolitan Company of New York on 
its holdings in the Metropolitan Street Railway created a very large 
deficit. In some states it has been held that yearly profits may be 
distributed irrespective of shrinkage in capital assets, but in New 
York the question has not been judicially determined. Although the 
current income of the Interborough-Metropolitan Company from its 
holdings of stock of profitable subsidiaries had been large enough 
to justify dividends, it was considered unwise to pay dividends so 
long as the large deficit remained. Thereupon the Interborough- 
Metropolitan Company was absorbed by a new company which had 
a much smaller capitalization. Upon the exchange of the stock of 
the old company for that of the new company, the latter immediately 
commenced the payment of dividends. 


Dividends received by decedents’ estates (distinction be- 
tween principal and income).—In auditing the acccunts of dece- 
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dents’ estates, it is of the greatest importance to note the proper 
distinction between capital and income, as part of a dividend may go 
to a life-tenant and part to a remainder-man. The allocation is well 
covered in a recent amendment to the New York State law relating 
to the apportionment of stock dividends: 


Section 17a. Stock dividends. Unless otherwise provided in a will, 
deed or other instrument, which shall hereafter be executed and shall 
create or declare a trust, any dividend which shall be payable in the stock 
of the corporation or association declaring or authorizing such dividend 
and which shall be declared or authorized hereafter in respect of any stock 
of such corporation composing, in whole or in part, the principal of such 
trust, shall be principal and not income of such trust. The addition of 
any such stock dividend to the principal of such trust, as above provided, 
shall not be deemed an accumulation of income within the meaning of this 
article. (Personal Property Law, as amended by L. 1926, ch. 843, May 


17, 1926.) 
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As the term is used in business, a branch is an operating unit of 
an organization, physically separate from the main organization, but 
having no separate legal identity. 

Though branches are most frequently established exclusively for 
sales purposes, they may, in other instances, perform only functions 
relating to production, while in still other cases branches may engage 
in all the activities of an independent business. There is no uniform 
method of supervision applied to branches. In one organization all 
branches may be under the direction of an officer especially appointed 
for that work; in another, the sales department may have complete 
jurisdiction over the branches; if the branch is a production unit, it 
is likely to be responsible to the general production manager ; in some 
instances no attempt to direct the activities, or even the policies, of a 
branch from the home office is evident. In view of the great variety 
of conditions under which branches operate, it is obvious that their 
relationship with the home office cannot be covered by one method of 
audit procedure. In general, however, it is preferable that the control 
of branches be centralized rather than decentralized, in order that 
policies and methods of operation may be harmonious, even though 
not identical. 

The degree of control exercised by the home office over its 
branches is usually reflected in the accounts kept at the home office, 
and in the reports rendered by the branches. The auditor should 
study carefully such accounts and reports, in order to determine how 
much of a verification of the branch assets and liabilities can be 
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made, without visiting the branch, and to enable him to outline a 
program for the use of his associate at the branch, if an examination 
is to be made there. Furthermore, he should be in a position to make 
recommendations for improving the system in use with a view to 
establishing more complete control of the branches by the home office, 
if the methods employed are weak in that respect.? 


Auditing branch accounts when auditor does not visit 
branch.—Some branches keep a full set of books and furnish regular 
returns as required by the home office. In such case the latter has 
only a current account with the branch in the general books, which is 
a controlling account, and represents the branch’s capital, composed 
of the assets at the branch, less the liabilities. Usually such assets 
are cash, stock on hand and accounts receivable; and in preparing 
the final or consolidated balance-sheet, the branch balances must be 
divided into the various classes of assets of which they are composed. 
They should never be treated simply as accounts receivable. If a 
branch is not visited by the auditor, complete reports or returns 
should be furnished him, properly certified, and as far as may be 
necessary he should check them into the head office books. All cash 
remittances included in the branch report should be checked into the 
general books and all cash sent from the head office, should be sup- 
ported by proper vouchers. A reconciliation of the account between 
the branch and the head office should be made, either at a particular 
date during the audit or as of some date within the period under 
review. Ordinarily, the only items affecting such reconciliation are 
the cash or invoices in transit, and these should subsequently be in- 
vestigated and thoroughly vouched to determine their propriety. 

Some concerns allot a permanent cash fund to each branch, and 
require that all receipts be deposited to the credit of the home office. 
In such cases it is necessary to see that the moneys received at the 
branch appear on the bank statement or pass-books as deposited. 

The cash fund allotted to the branch is used for local expenditures 
and is reimbursed periodically under the imprest system. The re- 
ports substantiating these reimbursements should be accompanied by 
a voucher for each disbursement. These vouchers should be in- 


“For discussion of the methods of internal check applicable to branch 
operation see Chapter 5, page 74 et seq. 
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spected, for a test period at least, and the items from the reports 
checked into the expense accounts. 

In the case of a first audit, the same care should be exercised in 
vouching the assets at branches as at the home office. 

When an auditor accepts the certificate of officers or other persons 
for the verification of assets at branches, he should limit his respon- 
sibility by a statement to that effect in his report. He should, how- 
ever, satisfy himself that all questions of principle, such as valuation 
of stocks, depreciation, allowances for bad debts, etc., have been prop- 
erly considered. 

Some head offices have on file duplicates of all records prepared 
by branch houses. The latter are able to furnish these by the use of 
typewriters or other mechanical bookkeeping devices adapted for the 
purpose. By one operation customers’ ledgers are posted, customers’ 
monthly statements are written and duplicate ledger sheets are pre- 
pared for the head office, while duplicate records of cash receipts and 
disbursements form a cash book with which it is possible to keep in 
close touch. The facilities thus afforded, whereby instant reference 
can be had to branch transactions, make possible a most satisfactory 
branch house internal audit at the home office. 

Goods billed to retail branches by the head office are charged 
either at cost price, at cost price plus a percentage or at selling price, 
inventories in each case being taken on a similar basis. For balance- 
sheet purposes the auditor should ascertain that the values of the 
stocks in the last two cases have been reduced to cost or market price, 
whichever is lower. 

Schedules of debtors at the branch should be submitted, duly cer- 
tified, and the auditor should make certain that all branch liabilities 
not already shown in the head office books have been taken into 
account. 

In making up a balance-sheet of the concern as a whole, the 
auditor must not overlook the fact that accounts between branches 
and the home office, if included in controlling accounts with the 
ordinary receivables and payables, should be eliminated. 

If statistical reports relative to the branch operations are not pre- 
pared currently by the client’s own staff, the auditor should, if the 
scope of his engagement so permits, include in his report comparative 
statements of sales, revenue and expenses between periods for each 
branch, showing the percentage of profit on sales and of expense as 
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compared with sales, and comparison of profits between branches, 
taking into consideration the length of time the various branches 
have been in existence, size of each branch, population of territory 
served, competition and distance from home office or point of ship- 
ment of principal commodities. It is very apparent that unless these 
conditions are taken into consideration, one manager in charge of an 
exceptionally well-located branch, although showing a greater per- 
centage of profit than another, may be even less efficient than the 
manager of a new store located a considerable distance from the home 
office, warehouse, or factory and in a smaller community where there 
is more competition, which is all the more keen on account of the 
long standing of the competitor in the community. 


Audit of accounts at branch.—Unless the home office has a 
very complete control over the activities and records of the branch, 
either because of the nature of the records which it receives currently 
from the branch, or by reason of the examinations made by members 
of its own audit staff, it usually will be found desirable to have the 
branch visited by the auditor at least once or twice during the year. 
Such visits need not be made at the time when the home office is 
being audited, although generally that is preferable if certification of 
the balance-sheet is contemplated. If the reports received at the 
home office provide considerable detail regarding the financial condi- 
tion and operations of the branch, it may expedite the closing of 
books and the completion of the audit, and cause less confusion if 
the audit of the branch is made a month or two before that at the 
home office. 

Auditing firms with numerous branches of their own are in a 
particularly fortunate position to conduct audits of concerns with 
widely scattered branches. An auditor with one office, however, 
need not hesitate, on that account, to accept an engagement to audit a 
company with numerous branches, for with well-qualified firms of 
accountants in every important business center in the United States, 
it is possible to enter into arrangements whereby several firms of 
accountants can join in the audit of one company, under the direction 
of the auditor making the examination of the home office. In such 
cases uniform instructions should be sent out and adhered to strictly 


so that the auditor in charge can feel safe in using the figures so 
verified. 
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Cash.—The cash at a branch may consist of only a small petty- 
cash fund, or it may involve as many records as if the branch were 
an independent business. Frequently a branch is charged with a 
“working fund” which is operated under the imprest system. In 
that case, usually the only deposits to the fund are in the form of 
checks from the home office to reimburse the branch for its expendi- 
tures. Other moneys received by the branch, such as receipts from 
customers, are deposited in another account, upon which checks are 
drawn only by the home office. As the bank statements and checks 
are sent by the bank to the home office, the auditor at the branch need 
verify only the working fund, the amount of which he should have 
learned in advance from the home office. The make-up of such a 
fund at any particular time may include a bank balance, a petty-cash 
or office fund, duplicates of voucher summaries forwarded to the 
home office for reimbursement, and vouchers covering payments for 
which reimbursement has not yet been requested. 

Sometimes the branch includes with its working fund receipts 
from all sources. When that is done it is customary for it to render 
to the home office a monthly statement of receipts and disbursements, 
and to forward a check for the excess of receipts over disburse- 
ments, or a request for reimbursement of the excess of the disburse- 
ments over receipts. Where a working fund is not employed, and 
the branch operates very much as an independent business, transfers 
of funds between the home office and the branch usually are in round 
sums. 

The verification of cash at a branch involves the application of 
all the principles which have been enumerated for the verification of 
cash generally, but in addition the auditor should confirm all un- 
reimbursed vouchers by correspondence with the home office or 
determine by a subsequent investigation that reimbursement has 
been made. Where transfers of funds to the home office are made 
without reference to any particular expenditures, he should see that 
all such transfers during the period under review are included among 
the home office receipts. 

Particular attention should be given to advances to employees of 
the branch. Such advances should always be reported to the home 
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office, even though reimbursement for them is not expected. In one 
instance a surprise audit of a branch working fund disclosed an 
advance to one employee of several hundred dollars, which was 
included as part of the available cash in the fund. Without regard 
to the propriety of the advance, the home office was entitled to know 
the facts. 


Notes receivable-—As in the case of an independent business, all 
notes on hand should be examined by the auditor, and information 
obtained, by correspondence, relative to any notes out for collection. 
If a general ledger is kept at the branch, the auditor should see that 
the balance of the notes-receivable account agrees with the total of 
notes on hand and out for collection as of the date of the balance- 
sheet. If the branch does not keep a general ledger, the auditor 
should submit with his report a list of all of the notes on hand and 
out for collection, including interest rates, due dates, etc., with com- 
ments, based on his observation or conversations with the branch 
manager, relative to their collectibility. The home office frequently 
is able to furnish the auditor, in advance, with a list of notes sup- 
posed to be in the possession of the branch. Such a list should be 
used as a guide. It may provide a basis of inquiry concerning notes 
on the list which are not found. On the other hand the list may not 
be complete. Customers whose accounts are long past due sometimes 
give notes “in settlement.” The accounts themselves may not be 
closed on the books of the branch, the notes being held merely “as 
security.” Particularly where the credit policy is determined by the 
home office, such conditions should be called to its attention, so that 
the credit department can decide whether or not it prefers to transfer 
such accounts to notes receivable. In any event, it is information 
which the credit department should have. 

In some businesses, such as the distribution of automobile trucks, 
customers’ notes are an important item among the branch assets. A 
dozen or more notes, payable in from one to twelve or more months, 
are given by the purchaser upon delivery of the truck. His failure 
to pay any one of such notes when due as a rule makes him liable 
immediately for the remaining notes of the series, or gives the seller 
the right to repossession of the truck. In such businesses the auditor 
should investigate especially overdue notes and the related question 
of repossessions. 
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Accounts receivable-—lIf the branch keeps a general ledger, the 
procedure in the verification of customers’ accounts is the same as in 
the case of an independent business. When no general ledger is 
kept, the branch should have a control sheet to which are posted, at 
least monthly, the totals of all charges and credits to the individual 
accounts. If such control record is not kept, the auditor should en- 
deavor to prepare one to use as a basis for establishing the correct- 
ness of the total outstanding accounts at the date for which his 
examination is made, unless he has been furnished with a control 
figure by the home office. 

In a balance-sheet audit, the auditor is not usually expected to 
look for differences between the total of outstanding accounts and 
the controlling account. If he has satisfied himself as to the cor- 
rectness of the total of the balances appearing on the customers’ 
ledger, he has done his duty in reporting to the home office the dif- 
ference between that total and the balance in the control. 

In the valuation of branch customers’ accounts the auditor has a 
particular responsibility, especially if the branch is at a considerable 
distance from the home office. Branch managers as a rule are 
primarily salesmen, and are inclined to be optimistic as to the col- 
lectibility of their accounts. The auditor should examine carefully 
those past due, and report their condition to the home office, with 
recommendations as to the amount needed to provide for possible 
losses. 


Inventories.—Inventories at branches generally contain merchan- 
dise purchased from the home office; they may also include pur- 
chases from other vendors. If the branch is a producing or 
manufacturing factor in the business, its inventory may comprise 
nothing acquired from the home office, but on the other hand its entire 
product may be for shipment to the home office and other branches. 

In the verification of branch inventories, in addition to the usual 
inventory verification tests, the shipments in transit between branch 
and home office and other branches must be watched. The auditor 
at the branch should list all invoices from the home office for goods 
not yet received at the branch, and determine either by his own in- 
spection of the home office inventory, or by correspondence with 
his associate at the home office, whether or not such goods are in- 
cluded in the home office inventory. Goods which have been shipped 
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from the branch to the home office prior to the inventory date, but 
not billed by the branch until after that date, should be added back 
to the branch inventory, and the home office should be notified. No 
omissions nor duplications in the inventory of either branch or home 
office will occur, if each inventory includes the following: 


1. Merchandise on hand, less any billed but not shipped. 

2. Merchandise shipped before the inventory date, but not billed 
until afterward. 

3. Merchandise billed before the date of the inventory, but not 
yet received at destination. : 


A comparison of the invoices and shipping records for a few days 
before and after the inventory date will assist the auditor in determin- 
ing the propriety of including doubtful items in the inventory. 

If the branch inventory is priced at the branch, goods purchased 
by it from the home office should be priced at cost to the branch. 
Freight and similar charges are proper additions to the inventory, 
but should be set up separately, in order that any profit included in 
such purchases may be correctly eliminated by the home office. Goods 
purchased from other branches should be priced as though they had 
been originally purchased direct from the home office or other vendor, 
unless the selling branch is the producer of the goods. In that case 
cost to the purchasing branch is the proper figure to use. — 

The records of the home office should enable it to reduce to cost 
of production, plus proper transportation charges, etc., the inventory 
value of any articles manufactured at a branch, and sold to other 
branches and the home office at a profit. 

Nearly all branch managers have an interest in the profits derived 
from their own territory, and in consequence nearly all branch man- 
agers place the highest possible valuation on their stock-in-trade. 
It may seem difficult to manipulate the stock record valuations where 
prices are fixed at the head office, but opportunities usually arise in 
connection with shopworn or obsolete stock, etc., and in some cases 
quantities are deliberately overstated. 

Where possible, therefore, the auditor should make physical tests 
of the stock, with particular reference to such possibilities. 


Current assets at foreign branches.—For balance-sheet pur- 
poses the valuation of current assets at a foreign branch or sub- 
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sidiary is of importance chiefly to the home office or parent company. 
At the branch the auditor need only satisfy himself of the existence 
of the assets in question, and of their correct valuation in the local 
currency. With respect to cash, accounts receivable and such items, 
this is true, but the matter of inventory valuations may present some 
difficulties. 

The net current assets at the date of closing the books should be 
converted into dollars at the prevailing rate of exchange on that 
date.” It therefore is unnecessary to attempt to identify the disposi- 
tion of the remittances during the period so far as current assets are 
concerned. When the charges against the branches are for materials 
and supplies, authorities differ as to the proper treatment. 

Without attempting to discuss fully this point, the author is of 
the opinion that all materials, supplies, etc., actually on hand at 
foreign branches should be converted into foreign values when re- 
ceived at such points. When inventoried the same basis should be 
used, whether the goods were purchased locally or shipped by the 
home office. To sum up: The values of goods and other current 
assets are immediately converted into foreign currency at the 
branches in order to be on the same basis as local purchases; at in- 
ventory time foreign currency is used at the branches; at the home 
office the convérsion of all current asset accounts and advances into 
domestic currency will result in the inventories being valued at the 
end of the period, on the same basis as at the branch and at the same 
time will absorb all profits or losses on exchange during the year. 

Accuracy in determining the branch profit or loss is important, 

2“At the close of the fiscal period, when the books are closed, no change is 
made in the debit balances of the fixed-asset accounts because of the established 
principle that fixed assets should be valued at cost, regardless of market fluctua- 
tions. In regard to the floating assets and liabilities, the custom is to convert 
the values at the rate of exchange current on the day of closing. There is 
considerable variation in the procedure for the valuation of nominal account 
balances—sometimes they are converted at an average rate for the period, and 
sometimes at the current rate at the end of the period. While the average-rate 
method is usually advocated on the ground that the earnings and expenses 
accrued during the period, this method is subject to the objection that a simple 
average of the rates of all days during the period fails to take into consideration 
the fact that transactions varied in volume from day to day. ‘As the operations 
resulted in an increase or decrease of the net current assets at the branch and 
since these current assets and current liabilities are converted at the rate cur- 


rent at the end of the period, it would seem consistent to convert the current- 
account balances at the same rate.” (H. A. Finney, 31 Journal of Accountancy 


458. ) 
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(1) because of an interest in the profits which the local manager 
may have, and (2) because of local taxes which may be levied on 
the basis of the net income of the branch. Inventory valuations at 
the branch, therefore, require the auditor’s special attention. 

Purchases made by the branch locally should be recorded in a 
separate account from that used for purchases from the home office. 
The latter should be billed by the home office in dollars and charged 
to inventory by the branch at the rate of exchange current at the time 
of their receipt. If payment is made sometime later, the difference 
between the rate of exchange at that time and at the date on which 
the goods were received should be treated as a separate item of profit 
or loss for the branch. At the close of the period the inventory 
account should be credited with the cost of sales at the prices origi- 
nally charged to it or at the average price for the period, and the 
resulting inventory should be revalued on the basis of current ex- 
change rates. If the book value of the inventory is increased as the 
result of such adjustment, the difference should be credited to the 
account provided for exchange fluctuations; if the book value is 
reduced, it may be charged to that account or treated as a financial 
expense. 

To facilitate reconciliation between the branch and the home 
office, the former should carry its inventory accounts and home office 
current account in both dollars and local currency, the latter at par 
or a fixed rate of exchange, and carry to supplementary accounts the 
difference between the amounts entered therein and the valuation 
of the same transactions on the basis of current rates. Adjust- 
ments caused purely by fluctuations in exchange rates would then be 
reflected only in the supplementary accounts. The accounts at the 
fixed rate and the supplementary accounts must be considered to- 
gether in preparing statements at the close of the fiscal period. 


Fixed assets.—A record of machinery, equipment, furniture, fix- 
tures, etc., used by the branch is generally carried in the books of the 
home office. Current additions may be recorded at the branch, and 
closed to the home office account at the end of the year. No unusual 
procedure is required in the verification of charges in the fixed asset 
account. The matter of valuation of fixed assets does not enter into 
the duties of the auditor at the branch ordinarily, but when it does 
accepted principles apply. 
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FIXED ASSETS AT FOREIGN BRANCHES.—Fixed assets at foreign 
branches are usually carried on the books of the home office. When 
the question of depreciation is important to the branch, either by 
reason of the local tax situation or the contract with the manager, 
it may be desirable to show fixed assets on the branch books. 

The account with the home office in which are recorded advances 
for the purchase of fixed assets should not be combined with the 
regular current account, because it should not reflect exchange rate 
fluctuations. 

At the time when acquired, all fixed assets paid for in foreign 
currency should be set up on the home office books in United States 
currency, whether paid for out of specific remittances or out of the 
general funds of the foreign branch. The reason for this is that the 
book cost is not affected by subsequent fluctuations in exchange; ob- 
viously, if the book cost is not set up in dollars at the time of acquisi- 
tion, subsequent valuations will reflect temporary fluctuations and 
unnecessarily and improperly obscure actual costs. Depreciation, 
depletion, and amortization should all be computed on the basis of 
original cost in dollars irrespective of subsequent fluctuations in 
the value of the foreign currency. 

When the property accounts are kept on the branch books, de- 
preciation should be computed in the local currency, and credited to 
an allowance account in the regular way. 


Current Liabilities—The current liabilities of a branch usually 
consist of accrued wages and salaries, and unpaid invoices for serv- 
ices and supplies purchased locally. If the branch buys merchandise 
from suppliers other than the home office, the usual tests should be 
made by the auditor to verify the total liabilities of this character, 
and to see that they are correctly stated. Amounts due the home 
office or other branches for purchases may be confirmed by corre- 
spondence, preferably with the auditor’s associate at the other branch 
or home office. If one auditor examines all of a company’s branches 
and the home office, he can make his own comparisons to obtain such 
information. If a complete reconciliation of the home office cur- 
rent account is made, other verification of these amounts is un- 
necessary. 


CURRENT LIABILITIES OF FOREIGN BRANCHES.—The verification 
of current liabilities at foreign branches offers no unusual problems 
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to the auditor. They should be carried on the branch books only 
in the local currency, and, for purposes of consolidation with the 
accounts of the home office, should be valued on the basis of current 
rates of exchange. 


Fixed liabilities—Such obligations as bonds, mortgages, long- 
term note issues, etc., ordinarily should not be carried on the books 
of a branch. If an examination of the branch books reveals them, 
the auditor should insist upon their being transferred to the home 
office books, unless there are special reasons for retaining the ac- 
counts on the books of the branch. 


Home office account current.—The account “home office account 
current” on the branch books reflects all the transactions between the 
branch and the home office. If the latter acts as a clearing house 
for the record of transactions between branches, as is usually the 
case, it also reflects all inter-branch transactions involving the branch 
under audit. Profits and losses of the branch are closed into it 
periodically, and at any given time its balance should equal the 
difference between the assets and liabilities of the branch, as recorded 
on its books. 

If the branch books show a large plant and equipment account, 
the investment of the home office may be shown by one home office 
account and all current transactions summarized in another. The 
current account should then be closed into the investment account 
at the end of the fiscal period. 

All home office accounts should be reconciled by the auditor, and 
when differences between the accounts at the branch and the corre- 
sponding ones at the home office have been adjusted, he should satisfy 
himself that the branch statements reflect the true situation. Differ- 
ences between the two accounts ordinarily should comprise only items 
relating te cash or merchandise in transit at the date of the statement. 


HOME OFFICE ACCOUNTS AT FOREIGN BRANCHES.—If fixed assets 
of the branch are not carried on the branch books, only one set of 
home office accounts is needed at the branch. As intimated above, 
it is desirable to carry one home office current account in both dollars 
and local currency at par or a fixed rate of exchange, and a supple- 
mentary account to reflect differences between such valuations and 
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those based on current exchange rates. All transactions directly be- 
tween the home office and the branch should be reflected in these 
accounts, and at the close of the period the net profit or loss should 
be transferred to them. 

If the fixed assets of the branch are carried in the branch books, 
a separate home office account should be kept, to reflect the actual 
investment of the home office in the branch plant. This account 
should be kept only in the local currency, and ordinarily should nct 
be adjusted for fluctuations in exchange. 


Subsidiary corporations operated as branches.—Many com- 
pletely owned or controlled subsidiary corporations are, for operat- 
ing purposes, considered as branches. They are incorporated in the 
states in which they operate in order to avoid the heavy taxes which 
some states levy on foreign corporations, or for the purpose of 
giving the local management an interest in the local business, through 
stock ownership, or for other special reasons. In so far as such 
corporations are treated as branches, the auditor’s problems are those 
discussed in this chapter ; those that arise by reason of their separate 
incorporation have been discussed in Chapter 19, page 380 et seq. 
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In general, the auditor’s duties with reference to partnership 
accounts are the same as in the case of corporations. There are, 
however, several considerations which require special treatment. 

The auditor, in the case of partnerships, is charged with more 
responsibility than in the case of corporations because ordinarily only 
one partner is entrusted with the management of the accounts and 
finances, and periodical reports and statements are not made up as 
they are in corporations. Auditors should be familiar with the ordi- 
nary legal rules which govern partnership relations. 


Partnership agreements.—Corresponding to the charter, by- 
laws and minutes of a corporation is the written agreement of co- 
partnership. The auditor should not certify to the balance-sheet or 
income statement of a partnership without reading this agreement. As 
with the board minutes, it may disclose important matters relating to 
the finances and accounts, a true reflection of which should be found 
in the balance-sheet. 

In audits of firms, the rights and liabilities of each partner must 
be considered. Usually one partner names or retains the auditor, 
and in many cases assumes an embarrassing proprietary interest over 
him. Nevertheless, the auditor must maintain the strictest neutrality, 
for partnerships too often end in litigation, and the auditor who has 
shown any signs of favoritism may find himself in an unpleasant 
position. 

If there is no partnership agreement or if it is deficient in terms, 
the following guide may be profitably consulted, and if any material 
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divergence exists between what a partner does and what he should do, 
the attention of each partner should be called to the infraction noted. 

Business men are beginning to appreciate the fact that profes- 
sional accountants are able to advise them properly with respect to 
the accounts necessary to prevent disputes over partnership agree- 
ments. Since accounts are the written record of the business, it 
follows that almost all differences of opinion between partners relate 
to the accounts. Lawyers do not foresee these differences and most 
of them do not understand accounts; therefore the accountant, whose 
experience fits him to point out in advance the various matters out 
of which misunderstandings arise, is the logical adviser in many of 
these points of difference. 

The duties of the professional auditor are not always analytical ; 
prevention is better than cure, so that when an opportunity presents 
itself to make litigation and other unfortunate experiences less prob- 
able, it is his clear duty to point out the best course to pursue. 

The following rules cover the more important points in partner- 
ship agreements, as far as the accounts are concerned: 


1. Nature of business. The scope of the business and the rela- 
tion of each partner to the business should be clearly stated; also 
whether a partner is permitted to engage in outside transactions and 
whether or not each partner is required to devote all of his time to 
the business. 

2. Capital. Specify the amount to be contributed by each partner, 
and how it is to be paid. If partners agree to contribute equally, the 
agreement should state whether cash or its equivalent is to be paid 
in and the penalty, if any, for the failure of one partner to contribute 
as much as another. 

3. Changes in capital. If undrawn profits automatically increase 
and losses decrease the capital accounts of the partners, the agree- 
ment should cover the point fully, since the interests of the partners 
in capital and profits may not be the same. 

4. Interest on capital. Unless provided for in the agreement, 
capital contributions do not bear interest. If interest is to be allowed, 
the rate should be fixed. 

5. Withdrawals. Since this is frequently a matter of dispute, 
explicit provision should be made to cover the manner and extent 
of withdrawals and the penalty for overdrafts. 
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6. Undrawn profits. If profits are allowed to accumulate, the 
agreement should state whether such amounts are to be treated as 
loans or additional capital. This provision is important, since the 
agreement may provide (see 8 below) that profits are to be appor- 
tioned on the basis of capital contributed. 

7. Interest on loans or withdrawals. If it is desired that interest 
should be allowed on loans, or charged on withdrawals, so state and 
specify the rate. 

8. Distribution of profits or losses. State the method of appor- 
tioning profits or losses and specify each partner’s percentage, also 
any contingency which may affect the share of any one. 

g. Approval of accounts. There should be some agreement as to 
the approval of the individual partners’ accounts in respect to with- 
drawals as well as in respect to the income and capital accounts. 

10. Salaries of partners. If any partner is to receive a stated 
salary, specify the amount, when it is to be credited, whether or not 
interest is to be allowed thereon if undrawn, and whether the amount 
is to be charged as an expense of the business before ascertaining 
the profit or loss. 

11. Dissolution. State procedure if partner dies or withdraws; 
whether books shall be balanced at once or allowed to run on to end 
of month or other period; whether, in case of dissolution, partners 
are to share losses in same proportion as each one’s capital bears to 
entire capital. 

12. Special causes for dissolution. If partnership can be dis- 
solved for other reason than death, such as disability or intemper- 
ance, state complete details. 

13. Settlement after dissolution. It is important not only to 
arrange the method of determining each partner’s share upon disso- 
lution, but it is equally important to fix the details of payment. The 
most equitable way is to provide for full payment within a fixed 
period, or to pay a certain proportion annually or semiannually. 
State rate of interest on balance. 

14. System of accounts. To obviate subsequent differences of 
opinion as to the system of accounts, the agreements should specify 
that double-entry accounts be kept, that they be balanced regularly and 
that they be audited annually or oftener by a professional accountant. 
It is desirable that the method of selecting the auditor be stated. 

15. Disputes about accounts. An arbitration clause should be 
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inserted to the effect that if any dispute arises involving the accounts, 
it is to be submitted for settlement to a public accountant to be mutu- 
ally agreed upon. Since disputes occur with respect to other matters 
as well as to the accounts, in such cases the reference should be made 
to a public accountant and a lawyer, with power lodged in them to 
select a third party in case of disagreement. 

16. Firm insurance. If life insurance for the benefit of the firm 
is to be carried on the life of one or more partners, state how the 
premiums are to be paid, and the disposition of the proceeds if col- 
lected. Also state the disposition if the partnership is dissolved 
while the policy is in force. 

The following argument advanced by an insurance solicitor has 
enough merit in it to commend it to the attention of every professional 
adviser: 


The alert intelligence of the American business man has discovered 
in life insurance a most valuable assistance in establishing his credit, and 
of late years the amount of insurance taken out for purely business rea- 
sons has increased enormously. 

Many partnerships have been crippled by the death of a partner at a 
crucial period in their existence. In every properly co-ordinated part- 
nership each partner is a specialist in the department over which he has 
immediate charge. His death not only means a loss in efficiency which 
competition may render dangerous, but it may also mean the withdrawal 
of working capital at a time when the replacing of it would be difficult, if 
not impossible. There are, moreover, instances where it would be es- 
pecially desirable to buy out the interest of the estate of the deceased and 
thus prevent the embarrassment of having this interest represented by a 
person ignorant of the business or antagonistic to the other partners. In 
fact, the more highly developed and successful the copartnership, the 
greater the possibility of loss through the death of'a partner. The in- 
demnity which life insurance offers against such a loss is well nigh per- 
fect, inasmuch as upon the contingency of death the policy is tantamount 
to a sight draft upon the company in favor of the surviving partners. 

Partnership policies may be taken jointly upon the lives of a number 
of partners, providing upon the death of any member of the firm for the 
payment of the face of the policy to the surviving members. Should the 
partnership be dissolved, however, the policy could, if desired, be con- 
verted into separate insurances for equitable amounts upon the lives of 
the individuals who had composed the firm. Or individual policies may 
be taken in the first instance upon the lives of each partner. Upon the 
death of a partner the insurance upon his life would be paid to the sur- 
viving partners, the other policies remaining unaffected. Upon a disso- 
lution of the partnership, a partner could purchase his own policy, having 
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it released to such beneficiary as he might elect, and continue it as his 
own insurance. This privilege is especially valuable when the health of 
the insured has become sufficiently impaired to make it impossible for him 
to obtain new insurance. 


17. How to avoid litigation. In litigation between partners it 
has been held that where partnership books exhibit statements of ac- 
count and entries of periodical settlement and partial divisions of 
assets, but where there has been no final accounting, the periodic 
settlements do not constitute a final settlement of account stated so 
as to preclude a revision of the accounts. 

The auditor should therefore be careful, in accepting statements 
of clerks or one partner, that the accounts were settled up to a cer- 
tain date. If at any time a final settlement had been made the words 
“final settlement to this point’? would seem to be necessary to pre- 
clude the reopening of the accounts in the event that any subsequent 
dispute should rise. 


The binding force of an account stated will not be given to the mere 
furnishing of an account or other transaction which was not with a view 
to asserting a claim, establishing a balance due, or finally adjusting the 
matters of account between the parties. (1 C. J. 683.) 


18. Goodwill. If withdrawing partners or representatives of de- 
ceased partners are entitled to goodwill, based on income or other- 
wise, state the method of calculation in detail. For instance, if 
salaries of partners are treated as business expenses in determining 
annual distributions, state whether or not such salaries are to be like- 
wise treated if goodwill is based on “average net income.” Salaries 
of partners and interest on partners’ capital are in reality divisions 
of net income—not expenses—and it requires a clear and affirmative 
agreement to deal with them as expenses. 

The auditor should be familiar with the legal provisions in his 
state relative to the rights, powers and liabilities of partners so that 
he can call attention to any act which was not performed according 
to law. 

For instance, in some states: 


A contract to convey or to purchase realty may be made by 
a partner if within the scope of the business. 

Real property which is purchased for sales purposes is con- 
sidered as personalty. ; 
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A partner who uses firm money for his personal uses must 
account to the firm for the profits made, but any loss incurred 
in such transaction must be borne by the partner individually. 

Any restrictions placed on the powers of partners by agree- 
ment between them do not bind third persons unless the 
latter have been notified of the existence of such restrictions. 

A partner must not engage in a competing venture unless the 
other partners have agreed. 


Where no agreement exists as to how the net income is to be 
divided the law gives each partner an equal share in the net income 
and assumes that the net losses will be borne equally by each partner. 


Investigation on behalf of a retiring partner when the busi- 
ness is being sold to a continuing partner.—When the retirement 
of a partner is caused by his death or by physical disability, a “con- 
tinuing”’ partner may also be a “liquidating” partner. In such case 
the continuing partner is charged with a greater degree of responsi- 
bility than that to which the purchaser of a business under other cir- 
cumstances is held. The continuing partner is in the best position to 
protect his own interests, and the auditor’s connection with the liqui- 
dation of the old firm will most frequently be as representative of the 
retiring partner. 


SPECIAL CONDITIONS.—The auditor should do all the work which 
is usually included in an investigation made for an intending pur- 
chaser, but there are, in addition, certain other phases of the situation 
which should receive consideration, and it is these of which mention 
will be made. It is only equitable that the assets should be valued 
on the basis of a going concern, and it is clearly the duty of the audi- 
tor to see that they are not undervalued. It is most satisfactory to 
have independent appraisers employed to value such assets as plant 
and stock-in-trade, due consideration being given both to the cir- 
cumstances of the case and the rights of each of the partners. Fre- 
quently, however, this is not done, and the business is liquidated by 
the continuing partner, who himself values the various assets. 
While specific rules to be followed can hardly be laid down, it should 
be observed that in cases of doubt as to values the absent partner 
should have the benefit. This is only fair because the surviving or 
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continuing partner is in a position to secure what he believes to be 
his rights, whereas the retiring partner, through death or absence, 
is not in the same position to urge the consideration of his rights. 
It is an established rule of law that a liquidating partner must not 
take advantage of his position, and this of itself is sufficient rea- 
son for his deciding all doubtful cases in favor of the absent partner. 


ACCOUNTS RECEIVABLE, ETC.—Accounts receivable and any other 
choses in action should be “worked out.” The continuing partner 
is not entitled to any commission for his own services, though he 
should be reimbursed for the actual expenses incurred for clerical 
work entailed. Discounts and other allowances credited to customers 
upon settlement of the outstanding accounts should be carefully 
scrutinized. Goods returned by customers subsequent to the date 
of dissolution are ordinarily taken into the stock of the new business, 
and, unless particular attention is given to this class of transactions, 
the charge which should be made to the new business and credited to 
the liquidation of the old may very easily be overlooked. Unless 
the total amount involved is very small, all credits to old customers 
other than for cash should be analyzed. Those which are for goods 
returned can then be made the subject of further investigation. 


StocK oN HAND.—The valuation of the stock on hand is likely 
to present considerable difficulty. The usual rule of valuing the stock 
at “cost or market, whichever is lower,” does not necessarily apply 
in such a case. The liquidating partner is under obligation to get 
the largest return for all the assets of the business, and he has a 
right to sell the stock to himself, which he is in effect doing, only if 
he is willing to pay as much, or more, for it than can be obtained 
from anyone else. This is not to be construed as meaning what can 
be secured at a forced sale. 

The fairest valuation is probably the cost of duplicating the stock 
as of the date of dissolution, due allowance being made for obsolete 
or imperfect stock. If the inventory includes only staple goods, little 
difficulty is encountered in ascertaining the present cost of duplicat- 
ing them. If the goods, however, have been made to special order, 
or are otherwise difficult to value, estimates can be obtained from 
manufacturers for making similar articles, or the actual sales of the 
goods in the inventory can be traced and the customary rates of 
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gross profit applied to estimate the cost. These matters should 
be provided for by an agreement. In drawing such agreements the 
auditor should be consulted. 

If it be agreed to value the stock on the basis of cost, it is to be 
remembered that this should include not only the original purchase 
price of the goods, but also freight, cartage, and any other direct 
charges for handling and placing the goods in stock. It is sometimes 
urged that the term “cost” in such a case should include interest from 
the date of purchase to the date of the inventory. This does not 
seem logical, however, inasmuch as, if market prices are still the 
same as at the date the goods were bought, the fact that the goods 
have been in stock a number of months does not add to their value. 
On the contrary, the longer the goods have been on hand, the greater 
is the probability of their already being, or becoming at an early date, 
unsalable. 


APPORTIONMENT OF PROFITS AND LOSSES.—Profits realized or 
losses sustained on the completion of contracts made prior to the 
dissolution of the partnership are to be apportioned between the 
retiring and continuing partners. Inasmuch as the retiring partner 
shared in the expenses of getting the contracts and participated in 
the risk of undertaking them, it is only fair that he should participate 
in the profits derived from them. On the other hand, he should also 
help to bear the burden of losses sustained in carrying out contracts 
which were made prior to the dissolution of the partnership. There 
is no reason why the continuing partner should be called on to bear 
the burden alone, unless a specific agreement is reached under which 
the continuing partner takes over the contracts at specific values 
and assumes all further risk in connection with their completion. 
To do this it is, of course, necessary to obtain the consent of all other 
parties to the contracts, so that the retiring partner or his estate 
may be released from all liability for the execution of the contracts. 


MACHINERY AND FIXTURES.—Usually the most equitable method 
of valuing machinery and fixtures seems to be cost less proper de- 
preciation allowances. If this differs materially from the cost of 
reproduction at the present time (also making allowance in this 
case for accrued depreciation), the valuation must probably be made 
the subject of compromise between the parties. 
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MisceLLANEouS.—While the correctness of the balance-sheet is 
of pre-eminent importance in an investigation such as the one under 
consideration, the correctness of the income account is likewise of 
importance if the goodwill is valued on the basis of past earnings. 
It is also necessary to review the expenses entering into the income 
account for a period prior to the date of dissolution, so as to see 
that no prepaid expenses which apply subsequent to the date of dis- 
solution have been absorbed by the old business. The retiring 
partner will, in due course, be debited with his proportion of all 
expenses chargeable to the old firm, even though they may not have 
appeared among the liabilities stated on the books at the time of his 
retirement. Prepaid expenses applying to the new business are not, 
however, so likely to be brought into the liquidation account if they 
were absorbed in the operations of the old firm. 

There are still other questions, such as partners’ salaries and 
interest on partners’ accounts, which must be carefully considered 
in the light of the partnership agreement. 
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As a result of the modern development of business and industry, 
leading to enhanced values and enormous additions to plant proper- 
ties, facilities and appliances, and particularly since the enactment 
of laws taxing income, the subject of an allowance for depreciation 
has gained much in recognition and importance. 

The determination of proper allowances for depreciation is one 
of the most important subjects which auditors are called upon to 
discuss. The auditor must consider the adequacy or inadequacy of 
the provision made, before he can prepare his certificate or report. 
It is his responsibility to form an opinion as to whether or not the 
provisions made for depreciation satisfy conditions with respect to 
the industry, the plant as a whole, and the individual plant units. 


Depreciation defined.—In an accounting sense an allowance for 
depreciation is an allocation of the entire cost of depreciable assets to 
the operating expenses of a series of fiscal periods. When the cost 
can be allocated pro rata, depending on units of production, operating 
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costs are accurate. When units of production are undeterminable, 
the best known method of spreading the cost over the production 
which arises from the use of the depreciable assets is to estimate the 
period of time during which the assets will render service. 

Depreciation is due to the possession and use of the assets; it is 
certain to occur and therefore it is a part of the cost of operation. A 
concise definition of depreciation which has been widely used is that 
it is the deterioration of anything by time or use. 

The United States Treasury Department has ruled: “In the case 
of tangible property, depreciation applies to that which is subject to 
wear and tear, to decay or decline from natural causes, to exhaustion, 
and to obsolescence due to the normal progress of the art, as where 
machinery or other property must be replaced by a new invention, 
or due to the inadequacy of the property to the growing needs of the 
business. It does not apply to inventories or to stock in trade, nor 
to land apart from the improvements or physical development added 
tout.” 


DISTINGUISHED FROM FLUCTUATION.—Depreciation represents 
the cost of service rendered. If value at the end of a period is as 
much or more than at the beginning, the appreciation must be due 
to anticipated profit due to general upward fluctuations, etc. Opera- 
tions should not reflect such fluctuations unless it is deemed wise first 
to make a charge for cost of service, and then a corresponding credit 
for fluctuations in value. Even though values apparently have in- 
creased, there is usually no equivalent increase in earnings. 

It is important to distinguish between fluctuation and depreciation. 
The former is attributable to causes outside the business itself and 
may be a change for better or worse in the value of the assets. 
Fluctuation signifies such an increase or decrease in the reproduction 
cost or value of the asset from its state when new as may be attribu- 
table to economic conditions outside of and: uncontrolled by the busi- 
ness. Depreciation results from intra-organization experiences such 
as use, non-use, etc. Therefore it is generally admitted that, since the 
actual manufacturing profits are unrelated one way or the other to 
these extraneous conditions, fluctuations in value should not be con- 
sidered in the current accounts. . 


In general, it is not necessary from a legal standpoint to charge 


* Article 162, Regulation 60. 
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an unfavorable fluctuation in fixed assets against income before the 
declaration of dividends from current net income. While these 
fluctuations may be disregarded in accounts, it may be desirable, how- 
ever, in presenting the true state of affairs to stockholders or for 
credit purposes to mention the fluctuation by means of a note attached 
to the balance-sheet or included in the auditor’s report. 


Causes of depreciation.—Depreciation is due to many causes, 
such as: 


Ordinary wear and tear from operation. 

Extraordinary wear and tear from operation. Plants operating 
on double, triple or twenty-four hour shifts incur more rapid 
depreciation than those operating on a single shift. So do 
plants straining at maximum capacity. 

Decrepitude brought on by time and the elements, whether the 
asset is in use or idle. Such as chemical reactions from air, 
water and gases; accumulations of rust and dust; warping, 
rotting and cracking. 

Inadequacy, that is undersized for the capacity of load placed 
upon the asset. 

Obsolescénce, or going out of use because of improved methods, 
machines, formule or processes; or through the develop- 
ment of substitute products. 

Negligence, such as failure to make needed repairs, neglect to 
maintain in good order, and operation under unfavorable 
conditions such as upon insecure foundations. 

Structural defects, due to miscalculations of tension require- 
ments, the selection of improper materials to withstand vibra- 
tion and shock, or other use of materials unsuited to special 
local conditions. 

Diseases, such as electrolysis, crystallization, etc. 

Diminution in supply. Plant facilities assembled for a specific 
purpose of limited duration, as to cut a given tract of timber. 
This factor is akin to amortization as it may or may not be 
desired to “replace” the plant as much as it may be desired 
merely to allocate the cost of the facilities to the respective 
accounting periods of their operation. 
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Depreciation not constant.—There has grown up a rather 
slavish adherence to a principle that depreciation is “gradual” and 
therefore “constant”; that, if Io per cent is once taken, 10 per cent 
must be continued until salvage value is reached. In many instances 
this is not sound. 

It is proper to adopt a consistent plan and to adhere to it until 
actual conditions call for a change. If it is calculated that machinery 
depreciates by a given percentage under certain conditions, it is con- 
sistent to change the percentage when the conditions change. 

When machinery is run “overtime” there is little opportunity to 
repair and maintain the machines properly. Moreover, a two-shift 
system means divided responsibility, and with divided responsibility 
the machinery is likely to suffer. New workmen and those on night 
duty are often less efficient than the regular staff and there is a con- 
sequent ill effect upon the machines. Obviously no rule can be laid 
down to fix the increases or decreases in rates, as the causes are 
special and the rates must vary accordingly. 

On the other hand, modifications of rates must not be abused 
although opportunities and temptations may be plentiful. There may 
be a wide difference of opinion as to the amount of the allowance to 
be made at any time on any asset. Many company officers prefer to 
regard depreciation charges as flexible, and arbitrarily adjust them 
in different years so that in time of large profits the allowance may be 
large, and during unprofitable years the allowance small, or none. 
Others consider rates inflexible, and never vary them. 

Either procedure, however, is opposed to sound accounting prin- 
ciples. It is important that there should be some fixity with regard 
to the rate of depreciation to be allowed, and deviation should be 
permitted to the extent of an actual increase or decrease of the wear 
and tear, etc. Under a system of varying charges for depreciation 
it is impossible to fix an intelligent basis of rates, and comparisons 
with other years are practically worthless. If the business man 
passes over any one year without making any allowance for deprecia- 
tion, it results in a misrepresentation of conditions at the end of that 
year, and it is unjust and incorrect in every way to expect a good 
year to bear the burden of depreciation which has occurred in one or 
more bad years. 


For some years to come the question of depreciation will be 
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closely related to federal taxes. The attitude of the United States 
Board of Tax Appeals appears in the following: ? 


The depreciation written off on the books of petitioner, for the years 
IgI2 to 1918, inclusive, results from an actual physical examination and 
inspection of its plant, machinery and equipment, made by the official in 
charge of production and one who, for over thirty years, had been in 
active touch with the business. He took into consideration the actual 
use and extent of operations of the plant, the cost and age of the various 
types of depreciable assets; had before him the experience of the com- 
pany in the past, reflecting the useful life of its assets; and was inti- 
mately connected with repairs made to the machinery and equipment 
each year. With this information before it, the petitioner charged off 
depreciation. The amount to be charged off as depreciation has been 
changed by the respondent, both in years prior to and for the year 1918. 
We are of the opinion that the long experience of the official of petitioner 
and the relevant factors which he used in determining depreciation, are 
to be preferred to depreciation determined upon a straight-line basis. A 
straight-line basis for depreciation has been adopted by the Commissioner, 
writing off a specified percentage each year, quite apart from the actual 
conditions affecting depreciation. Years when production was practically 
at a standstill have borne the same rate as years in which production was 
at a maximum. The year 1915, when the petitioner produced 93,000 tons 
of steel and a large unit of its plants was idle, has borne the same theo- 
retical rate of depreciation as the year 1918, when all the plants of peti- 
tioner were operating on a basis of twenty-four hours per day and seven 
days per week, with the annual production of 331,000 tons of steel. Which 
method results in petitioner having the reasonable allowance provided 
for by statute? The method of the petitioner, which takes into account 
all factors having an actual bearing upon depreciation—the facts and 
circumstances peculiar to each year, or the method of the Commissioner, 
which apparently gives no consideration to such actual facts, but, instead, 
is based upon a theoretical and mathematical formula? We are of the 
opinion that the method used by petitioner, of establishing the deprecia- 
tion actually sustained during the years in controversy, is more accurate 
and reasonable than the one used by the Commissioner. 

We have, after diligence, been unable to find any case where the 
courts have laid down the rule that depreciation is to be determined by 
theories of mathematics. The cases are legion, however, holding that 
the depreciation in each case must be determined from the facts of each 
particular case. 


Depreciation is often treated as though no fair estimate of it were 
possible, with the result that in some cases excessive provisions and 
in other cases no provisions at all are made. Perhaps the controlling 


* Otis Steel Company v. Commissioner, 6 B. T. A. 358. 
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reason for this variation in practice is a desire to utilize depreciation 
as an elastic factor to bring about a desired effect on the balance- 
sheet and on the income account. In some cases it is also felt that 
excessive book valuations may favorably affect the insurance adjust- 
ment in case of fire, but this fallacy is gradually losing ground. The 
recent improvement in methods of providing for depreciation can be 
traced in large part to the installation of cost systems and the estab- 
lishment of income taxes. In any event it is possible to determine 
fair measures of depreciation and they should be so determined. But 
as soon as the estimates are found to be inaccurate the estimates 
should be revised. 


DEPRECIATION OF ASSETS FULLY DEPRECIATED.—It has been 
found in a good many instances that companies which fail to maintain 
adequate plant records have continued to take depreciation on assets 
already 100 per cent depreciated. This is particularly true when a 
fixed rate of depreciation is taken each year on the ending balance or 
on the average balance of a fixed asset account. A company com- 
menced business during 1910 and purchased machinery in that year 
for $100,000 which was charged to machinery account. Each year 
thereafter it purchased additional machinery. At the end of each 
year depreciation was charged to operations based on a rate of Io per 
cent per annum on the ending balance and a credit was made to a 
depreciation allowance account. Because no adequate plant record 
was kept the company continued to take depreciation during the years 
subsequent to 1919 on the ending balance without eliminating there- 
from machinery fully depreciated, although the machinery acquired 
in 1910 was fully depreciated at December 31, 1919. 

Failure to eliminate assets fully depreciated when computing de- 
preciation results in understatements of profits and fixed asset values. 
Furthermore, an improper charge of excessive depreciation may re- 
sult in so burdening costs as to lose competitive business; such a 
charge may also create a secret reserve to the detriment of those own- 
ing an interest in the business and unacquainted with the reserve. 


Repairs and rehabilitation —Due regard must be given to ex- 
penditures for current upkeep. It is an accepted rule that repairs 
and all other expenses of maintenance should be charged against 
income, and not capitalized or added to the asset. 
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The auditor should not decide on the amount required for de- 
preciation until he has scrutinized the repair and maintenance charges 
to operations and the charges to the asset accounts in order to estab- 
lish the proper valuation of the assets before applying any rate. He 
should consider the possible effect of an extended period of overtime 
or undertime operation, and other causes of depreciation, all of which 
are variable to some extent.? 

Where partly worn-out or run-down plants or units are pur- 
chased with the intention on the part of the new owners to rehabili- 
tate or adapt them so that they may be operated efficiently, it may 
be assumed that the purchase price takes the poor condition of the 
plant or unit into consideration and that therefore the entire cost 
of repairs, renewals, etc., necessary to rehabilitate or adapt the asset 
may be properly capitalized, unless it is clearly shown that the pur- 
chase price was not governed by the condition. 


EFFICIENCY V. DEPRECIATION.—A part of cost of the ordinary 
wear and tear for which depreciation provisions are created is some- 
times charged to operating expenses as repairs and maintenance. 
Small parts of machines are constantly wearing out or breaking and 
being renewed. In some cases nearly every part of a machine is 
renewable, and it is quite conceivable that at the end of five or six 
years a machine may be largely renewed and be about as good as 
new, but it can never be quite as good as new. The efficiency of a 
machine may be almost constant up to the period in which it is 
scrapped, yet the depreciation accumulates during the entire life of 
the machine. If, under these conditions, depreciation at the rate of 


’“The rate of depreciation depends upon many different and variable 
factors, some of the most important of which are as follows: 

(a) Nature and construction of buildings and equipment, together with 
their condition. 

(b) Deterioration of plant in general and of machinery in particular, due 
to wear and tear. 

(c) Amount spent for maintenance in the way of repairs and renewals. 

(d) The invention of new methods or new machines which may or may 
not entirely replace the old ones. 

(e) Permanency of business, and likelihood of increase or decrease in the 
same. 

(f) Amounts previously written off for depreciation. 

(g) There are many additional factors, such as amortization, peculiar and 
excessive uses of machines, rate of production, idleness of plant, etc., all of 
which enter into the problem.’ (Uniform Contracts and Cost Accounting 
Definitions and Methods, U. S. Government Interdepartmental Conference, 


1917, page 7.) 
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10 per cent per annum is provided, without any adjustment for new 
parts supplied, it may seem that the allowance is too large. 

A reduction in ordinary depreciation rates is not advocated, unless 
there is a cessation in the causes for it, but the careful auditor should 
consider the relation existing between the depreciation allowance and 
the physical condition of the machine. Machinery, to serve its pur- 
pose properly, must be maintained at from 75 to 85 per cent of its 
original condition; therefore a machine may look good and function 
well and at the same time be on the eve of its abandonment. In 
other words, normal and unavoidable depreciation, which is measured 
by the depreciation allowance, ranges from 15 to 25 per cent of 
original cost of machinery, even when all required repairs are being 
made. For a discussion of this subject, see E. A. Saliers, Principles 
of Depreciation. 

In a well-known English compilation the depreciation rates of 
“American-made” machinery are from 34 of I per cent to 2 per cent 
higher than on the same class of machinery manufactured in England. 
No explanation is given. This is of interest when quotations from 
English reports or decisions are used as precedents. 


Depreciation a local issue-——The auditor must use his own 
judgment in passing on rates of depreciation, just as much as he 
does when he inspects purchase vouchers. In one locality steam coal 
may be $3 a ton; in another, $6. The variation may be entirely 
legitimate. In one locality boilers may depreciate 714 per cent an- 
nually, in another the rate may be 15 per cent. 

It is not merely a question of the life of the boilers, because no 
experienced engineer or boiler manufacturer can answer the question 
unless he knows the use to which the boiler is subjected, the climate, 
the water, the class of labor, the probabilities of shut-downs, etc. Ifa 
machine could be built like the “one-hoss shay,” this question would 
not arise and an allowance for depreciation would work out exactly, 
but under modern conditions it invariably happens that a machine 
wears out one part at a time, and if the parts are replaceable, the life 
of the machine as a whole may be extended almost indefinitely. Ob- 
solescence and inadequacy are the practical factors which operate 
against a fair test of the possible life of present-day plant and 
equipment. 
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Cost the proper basis.—The question of depreciation should be 
considered only in connection with the cost of the item to be depre- 
ciated.4 The fact that the value of the property has increased or 
decreased and that the cost of the replacement may be greater or 
less, should have no bearing on the amount to be set aside. How- 
ever, if, for instance, it is the intention of the management to pur- 
chase replacements costing, say, double the price of the original 
property without new financing, amounts should be reserved for this 
purpose from surplus. 


WHEN COST IS NOT ASCERTAINABLE.—It may be necessary to 
write off scrapped or abandoned fixtures, or fixtures that are sold, 
for which the original cost and depreciation allowances are not avail- 
able and the accounts, as stated on the books, include the entire plant. 
When an appraisal has been made it is possible to estimate the cost 
and depreciation by determining the ratio of gross to net book value 
and the ratio of replacement value to sound value as shown by the 
appraisal and the percentage which the net book value bears to the 
appraised sound value. By taking the appraised replacement value 
and applying the ratios and percentages, a reasonable estimate can be 
made of the profit or loss, if a sale is made, and of the amounts to be 
eliminated from the plant accounts and depreciation allowance in 
case of sale or other disposition. In instances where no appraisal 
has been made and it is impossible to determine the date of the orig- 
inal purchase and cost, arbitrary reductions should be made based 
on the best estimatés as to the probable cost and date when the pur- 
chase was made and the depreciation provided. 


Importance of provision for obsolescence.—It has been 
pointed out that actual depreciation is ascertainable. That is to say, 
machinery, for instance, cannot be operated efficiently if it falls 
below, say, 70 per cent of its condition when new. If its theoretical 
life is ten years and 30 per cent has been set aside during the first 
three years, the question then arises, what to do at the end of the 
fourth year. If the shop is properly managed, it is probable that the 
machine is worth to a going business 70 per cent of its cost and will 

‘This proper accounting principle is modified when tax laws or similar 
causes call for special treatment. For federal-tax purposes depreciation should 


be calculated on fair values at March 1, 1913, for property acquired prior to 
that date. 
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remain so until superseded. But no manufacturer can depend on 
keeping up his equipment by renewing old machines in whole or in 
part. It is inevitable that improvements will continue as long as 
we have inventors and men of initiative. Therefore the manufac- 
turer who is willing to have the product of a machine bear the cost 
of the machine will charge operating and credit allowance for de- 
preciation with such an amount as enables him to discard his old 
machine as soon as a better one appears. 

One of the foremost efficiency engineers in this country told 
the author that the tendency to scrap old machines and buy new 
ones has often been carried to an extreme; that in some cases a new 
machine of twice the capacity of an old one costs much more than 
twice as much, and that the interest, depreciation, and other charges 
against the new machine more than offset the saving in time or in- 
crease in production. 

Nevertheless, the tendency to discard machinery is strong, and 
the auditor who endeavors to charge the cost of a machine against 
its product must set up an allowance for depreciation sufficient to 
include ordinary obsolescence, or he will find the allowance insuf- 
ficient.5 

It is not advisable to set up an allowance for ordinary obsoles- 
cence separately either in the books or in financial statements. No 
manufacturer cares to publish his estimate of that part of his equip- 
ment which is getting out of date. 


Fallacy of not allowing for depreciation when apparent 
value is not diminishing.—The allowance for depreciation is not 
based on a decline in value, since exhaustion due to physical life may 
go on for a considerable period without any impairment of value, 
measured in terms of service. Nevertheless, when we deal with 
depreciable property we must recognize an inexorable law of decay, 
coupled with obsolescence, and abandonment for many reasons such 
as inadequacy, disuse due to economic causes, etc. 

The argument that nothing is to be charged for depreciation when 
there is no apparent diminution in value becomes absurd, when we 
are forced to allocate the entire cost of a machine to the period during 

° See Saliers, Principles of Depreciation, pages 29-30, for a discussion of 
the methods of figuring obsolescence. 


For a full discussion of special problems relating to obsolescence which 
have resulted from the war, see Income Tax Procedure, 1927, Vol. I, Chapter 37. 
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which it is abandoned. It is equivalent to contending that the use 
of depreciable property should be contributed, free of charge, to 
long periods of time during which there is no apparent deterioration 
in appearance or condition. 

The concrete problem, “How shall the entire cost be apportioned ?” 
must be solved. In the case of machinery the maximum use follows 
“tuning up,” from then on there is diminished use and value. In 
every other department of a business it is reasonably easy to allo- 
cate costs, and it is also reasonable that the period of maximum use 
and benefit of equipment should stand more rather than less of the 
total cost of the equipment. It would seem logical that the largest 
allowances should be made when effective use and capacity are highest 
and lower allowances be provided when effective use declines. 

If one rents or leases a machine, full rental would be paid only 
during what might approach maximum or at least reasonable use. 
If capacity or effectiveness declined, the lessee would demand a new 
machine or an adjustment. Should not the entire allowance for 
depreciation be based on this theory? In other words, should not 
one set aside as the equivalent of a depreciation allowance, the value 
of use based on original cost? At or near the point of abandonment 
the use would be slight and the allowance equally small. 

Under the foregoing concept it might be justifiable to omit a 
charge for facilities which were not being used. 

The use of the words “decline in value” confuses some executives 
and is a pretext for others to urge that there has been no actual 
decline in value. In such a case the computation of a theoretical 
charge to operations for the use of facilities (giving due considera- 
tion to non-use) irrespective of any change in value of the assets, 
may illustrate the inaccuracy of cost accounts which omit an allow- 
ance for depreciation. 

The fixed percentage method does not make this subtle distinction 
but it does recognize it about as closely as can be expected. 

It may be possible some time to put depreciation on a basis com- 
parable with rental costs. 


Depreciation of appreciated values——When an appraisal or a 
revaluation shows values in excess of book values which are re- 
flected on the books, it is important to differentiate between the 
excess which is due ta faulty bookkeeping in the past and the excess 
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which arises from appreciation over cost. When renewals and im- 
provements have not been capitalized, the book values are merely 
understated and when proper adjustments are made, subsequent de- 
preciation will be greater, because it will be based on true cost. 

When appreciated values are shown on the books there is an 
anticipation of profit and, in order to realize it, subsequent depre- 
ciation should be based on the written up figures. When there is a 
change in legal entities, or when new securities of an existing entity 
are sold to the public on the basis of appreciated figures, there is 
an implied guarantee that the fixed assets will be maintained, which 
can only be done by computing depreciation on the appraised values. 

There is a tendency to increase current profits by continuing to 
charge depreciation of appreciation to surplus rather than as a cur- 
rent expense. When there is no change in a legal entity and no se- 
curities have been sold on the strength of the appreciated values, 
there is no objection to making an annual transfer from the special 
surplus created by the writing up of the assets to the credit of in- 
<ome, to offset the depreciation of the appreciation. 

The great objection to written up values, other than those due 
to incorrect bookkeeping, is that usually they are based on price 
levels which do not remain constant. Replacement values and so- 
called reproduction costs vary from year to year and go down as well 
as up. Appraisals which were made at the peak of reproduction 
costs may impose an undue burden on operating costs, but if the 
books purport to show actual values depreciation must be computed 
on the book values and not on original cost. 


Useful life—‘“Useful life,” has been interpreted by the United 
States Treasury to mean “the period of time over which an asset 
may be used for the purpose for which it was acquired.” 

The auditor should in special cases call for the latest reports on 
the condition of the company’s properties with regard to its future 
supplies of raw materials. The availability or the quantity of the 
supply of essential raw materials may be such as tg suggest the advis- 
ability of making provision for amortization of the plant. 


DEPENDENCE UPON LIFE OF ENTERPRISE AS A WHOLE.—The num- 
ber of years constituting its life and the permissible revaluation as 
at March 1, 1913, are vitally affected in the case of some types of 
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property by the life of the enterprise in which it is used. In the case 
of a mine or an oil or gas well, the deposit may be exhausted before 
the expiration of the normal life of some of the buildings and ma- 
chinery. In the case of depreciable property which has little residual 
value after wasting assets are consumed, the depreciation should be 
such an amount, based upon its cost or other basis, equitably dis- 
tributed over its useful life, as will bring such property to its true 
salvage value when it is no longer useful for the purpose for which 
it was acquired. 


INACCURATE TREATMENT OF DEPRECIATION ALLOWANCES BY 
FINANCIAL WRITERS.—Depreciation has been recognized as an op- 
erating charge for many years but financial writers persist in stating 
so-called net results from operations before allowing for deprecia- 
tion. In the Wall Street Journal for August I, 1927, appears an 
item characteristic of the practice of that journal. In referring to 
the operations of a steel corporation this appears: “Operating income 
for the half year was actually (sic) $1,400.00 greater than in the 
1926 period.” In reading the entire article one finds that “operating 
income” would have been less in 1927 than in 1926 were it not for 
the application of the depreciation allowance. In other words the 
Wall Street Journal repudiated the corporation’s own figures and 
substituted “actual” figures in their place, the “actual” figures being 
arrived at by ignoring the depreciation charges. 

Another comment was made in the Wall Street Journal for Sep- 
tember 3, 1927, in which appeared the following: 


North American reported earnings of $3.65 a share for the 12 months 
ended June 30, but if proper consideration is given to the extremely 
liberal depreciation policy followed earnings were close to $5 a share. 


Comments like the foregoing are detrimental to good accounting 
and lend encouragement to unsafe and unwise financing. 


Recognition of accounting principles by public commis- 
sions.—The Interstate Commerce Commission, Orders numbered 
14700 and 15100, adopted November 2, 1926, and effective January 
I, 1929, prescribes “the classes of property for which depreciation 
charges may properly be included under operating expenses and the 
percentage of depreciation which shall be charged with respect to 
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each of such classes of property,” for telephone and steam railroad 
companies. This opinion is too long to quote in its entirety.® 

This recognition of a fundamental accounting principle is grati- 
fying to accountants who stood for years practically alone in their 
advocacy of the need for depreciation charges in the accounts of 
railroads and all other public utilities. 

The classification of accounts for steam railroads, promulgated in 
1906, required that entries be made for depreciation of equipment. 
In the author’s preceding edition of “Auditing—Theory and Prac- 
tice,’ (Volume 2, page 293) he stated: “It may well be expected that 
in time depreciation charges will also be required to be made for 
all other parts of the physical property which are subject to deprecia- 
tion and gradual exhaustion.” 

State legislatures can enact, and in many cases have enacted, laws 
delegating to commissions or municipalities power to fix the rates 
to be charged by public service corporations operating within the 
state. Under these circumstances, the auditor has responsibilities 
additional to those which simply consider the stockholders. In a 
sense, he stands between the company and the public. Should de- 
preciation and other necessary allowances be omitted from the ac- 
counts, the apparent profits shown are larger than is actually the case 
and may result in an agitation for a reduction in rates charged to 
consumers which the real facts in the case do not justify. In future 
litigation it may be very difficult to convince either judge or jury 
that depreciation charges, which were not made at the proper time 
should suddenly be allowed as an element in the cost of operation. 
On the other hand, if the allowances for depreciation and the like 
are excessive, the profits will be shown at less than their real figures 
and the public will be deceived. 

The importance of this subject was recognized at a national 
gathering of public accountants as long ago as 1904, when a paper 
on the subject was read and a special committee was appointed to 
consider the matter. Excerpts from the report of this committee are 
as follows: 


The committee appointed at the Congress of Accountants, held at 
St. Louis, U. S. A., in September, 1904, to review the paper by Robert 
H. Montgomery, C.P.A., upon “The Importance of Uniform Practice 


* Copies may be obtained at the Government Printing Office, Washington, 
D. C., at ten cents per copy. 
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in Determining the Profits of Public Service Corporations Where Mu- 
nicipalities Have the Power to Regulate Rates,” having taken the paper 
into consideration, have come to the following conclusions, and now beg 
to state the same as their opinion upon the questions raised: 

I. A distinction must be made between the profits of an undertaking 
from the point of view of the general community and the profits available 
for dividends from the point of view of a corporation owning such under- 
taking. The former would be the net earnings from the operation of the 
undertaking, after providing for all waste or depreciation of capital assets 
arising directly out of such operation; while the latter would be arrived 
at only after providing also for any possible loss on capital assets arising 
from causes not directly incident to such operation and for interest on 
borrowed money. 

II. The net earnings of a public utility with which the general com- 
munity is concerned are determined by the excess of gross earnings over 
the expenses, defining the latter terms as follows: Gross earnings consist 
of the charges for all services rendered during the period as distin- 
guished from mere receipts, but would exclude incidental earnings not 
arising out of the operation of the utility, such as interest on investments. 

Expenses consist of: (1) The direct cost of operation and of main- 
tenance (ordinary repairs), expenses of management, and provisions for 
bad debts, damage claims, and rebates, as well as extraordinary expenses 
incurred during the period, such as legal charges, etc., but they should not 
include interest on borrowed money, discounts on bonds issued, or other 
charges in connection with the promotion or financing of the undertaking. 
(2) Depreciation.” (a) On plant—physical—covering wear and tear, in- 
cluding direct requirements for renewals, etc., arising both from known 
and probable causes, such as electrolysis, etc. (b) On plant—indirect— 
due to obsolescence and the like, but not that due to a fall in value from 
general causes. (c) On other capital assets which are diminishing in 
value as a direct result of the operation of the property, such as moneys 
properly expended in acquiring from the local authorities the franchise 
under which the utility is operated where such franchise is, as is usually 
the case, terminable after a certain number of years; or cost of mines, 
quarries, or other similar properties which are being used up continuously 
for the purpose of operating the utility. But there should not be included 
any provision for recouping promoters’ profit or other watered capital, 
or for possible loss by reason of a general fall in values, etc., on the 
purchase at the end of the franchise of the whole undertaking by the 
public authorities, ie., the state or municipality. 

III. In dealing with the private accounts of a corporation operating 
the utility, earnings will also embrace miscellaneous receipts, if any, not 


“In later years usage has somewhat limited the meaning of depreciation 
to wear, tear, etc., on tangible assets; whereas provisions for the lessening in 
value of intangible assets are more frequently spoken of as amortization, and 
the gradual exhaustion of ores, timber, etc., is provided for by charges for 
depletion. 
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connected with the actual operations of the undertaking, and the following 
additional expenses should be allowed for before arriving at a balance 
available for distribution: 

(1) Depreciation: An additional amount to cover any excess of the 
book value of good-will, franchise, and plant over that provided for under 
section 2, subsection (c) above, or over the sum it may be expected to 
realize on the expiry of the franchise. 

(2) Interest: On bonds or other funded or floating debt. 

IV. In determining the rates which should be charged to the public, 
regard must be had (a) to the profit ascertainable under section II, and 
(b) to further charges specified under section III, which would have to 
be borne by the corporation out of such profits. For instance, if 8 per 
cent per annum on the capital invested is considered a reasonable rate for 
a corporation to earn, taking into consideration the risks in section III, 
then the rates should be fixed so as to allow of a profit of 8 per cent 
calculated as laid down in section II, and out of this profit the corporation 
would have to provide for the risks and expenses stated in section III. 


A. Lowes DiIcKINSON Ernest RECKITT 
EriyaH W. SELLS Joun B. NivEN 
Harvey S. CHASE Rosert H. MontcoMery, Chairman 


Various bases for depreciation.—The bases on which the allow- 
ances for depreciation are made vary in different industries and 
businesses. For textile mills, machine shops, etc., it is customary 
to base the depreciation allowances on percentages of the plant 
values, the percentages being in turn based on the estimated useful 
life of the plant or of appropriate groups. In industries like blast 
furnaces and coke works the allowance is frequently based on a cer- 
tain rate per unit of, production, the amount of the allowance for 
different fiscal periods varying in direct proportion to the fluctuation 
in the output of pig iron or coke, respectively. The reason for the 
latter basis is that in industries such as those named, a very large 
output imposes a correspondingly heavy strain on the plant, whereas 
when the production is light, the wear and tear on furnace and 
oven linings, etc., is much less. In the case of wasting assets, such 
as mines and oil wells, the unit of recovery is the customary basis. 

The United States Treasury has formally approved only two 
methods, but is willing to adopt other methods if they are found 
to be more accurate. The two adopted are the “fixed percentage” 
method and the “production” method. 

Depreciation is an allowable deduction but not a compulsory 


, 
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deduction. If insufficient or no depreciation has been charged over 
a term of years, it is true that a strictly accurate method of account- 
ing would call for the reopening of accounts for the entire past 
period, the preparation of revised income accounts. But business 
could not be conducted that way. Neither can it be expected that 
tax returns for past periods can be amended every time an item 
applicable to prior years turns up. 

Public utilities use widely varying bases for computing deprecia- 
tion charges and in audits of such companies each one’s method 
must be considered on its own merits. Bases such as follow have 
been observed in recent audits: 


A composite rate for all plants. 
A percentage of gross revenue, less maintenance. 
The retirement basis of depreciation. 


The latter is theoretically based on an estimate of the value of prop- 
erty or plant units to be retired over a future period of years. 

The expression “Retirement Provision” is the equivalent of an 
“Allowance for Depreciation.” There may be a slight significance 
in the terminology used, in that the former expression seems to 
emphasize the thought that provision is being made ultimately to 
retire the property, whereas the latter term springs primarily from 
the idea of wearing out. 

The uniform classification of accounts adopted by the committee 
on statistics and accounts of public utilities, and recommended for 
adoption by State Commissions at the annual meeting of the Na- 
tional Association of Railway and Utility Commissions held at De- 
troit, November 22, 1922, contains the following: 


Retirement Reserve. To this account shall be credited such amounts 
as are charged to the operating expense account “retirement expense,” 
appropriated from income or surplus or both, to cover the retirement 
loss represented by the excess of the original cost, plus cost of disman- 
tling, over the salvage value of fixed capital retired from service. 


This definition shows at once that the retirement provision and 
the depreciation allowance are synonymous. 

It is desirable, wherever feasible, to classify a plant or group 
of depreciable assets into as many sub-classifications as possible and 
apply suitable rates to each. In other cases, however, it is prac- 
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tically necessary to resort to a composite rate applicable to the plant 
as a single unit. 


Amortization of leaseholds and leasehold improvements 
where there is an option to renew.—Leaseholds and improvements 
should be: amortized over the terms of the leases. When there are 
options to renew at stated rentals and it is probable that the options 
will be exercised, the extended terms may properly be considered. 

It is contended that the life of a lease is the original term of 
the lease, without regard to options to renew unless and until they 
are actually exercised; that in the case of a lease for an original 
term of ten years with an option to renew for five years, the possi- 
bility that the option to renew may be exercised does not make the 
lease a fifteen-year lease, and, until such time as the option is 
actually exercised, the lease is for ten years only; that improvements 
made by the lessee should be amortized over the term of the original 
lease or depreciated on the basis of useful life, whichever is the 
shorter, until the option to renew is exercised. When the lessee 
elects to exercise the option, the unamortized portion should be 
spread over the period between the date of the exercise of the option 
and the extended expiration date of the lease, or over the remaining 
useful life of the improvements, whichever is the shorter. 

It is also claimed that the costs of a leasehold should be amor- 
tized over the term of its life. In the case of short-term leases it 
is usually most convenient to charge an equal portion against the 
operations of each year. Where long leases are concerned, the an- 
nuity method may be more desirable. (See page 736.) 

The foregoing contentions have some merit in them since, in 
case the option to renew were not exercised, there would be no op- 
portunity to charge off the unamortized part. Therefore when an 
auditor finds that improvements or the cost of a lease are being 
amortized over the term of an original lease, without regard to op- 
tions to renew, he can exercise his discretion and approve the prac- 
tice unless there is evidence that it is followed for an ulterior 
purpose. 


Amortization of intangibles.—When intangible assets such as 
goodwill, franchises, etc., lose their value or decline in value, it is 
not usual to write off the value as a charge against income unless 
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the periods benefited are ascertainable within reasonable limits. In 
the case of the cost of a franchise for a term of years the best 
method is to divide the cost by the number of years it runs and 
write off an equal amount each year. 

It was contended that goodwill in the liquor business should 
have been written off against the period which commenced when 
prohibition was an assumed fact and ended when the goodwill be- 
came worthless. The question is academic now but is of interest 
to auditors who must deal with similar questions. The practice to 
be followed should, if possible, conform to the principle of depre- 
ciation, which is that the cost of a depreciable asset shall be charged 
against the gross earnings arising from the use of the asset. When 
this is not done the loss is a charge against surplus which repre- 
sents the undistributed income of the past, perhaps in part from 
the asset which is now worthless. 

In the Danville Press’ Appeal (1 B. T. A. 1171) the taxpayer 
deducted the cost of a subscription list on the ground that the sub- 
scriptions expired within a year. The Board of Tax Appeals de- 
nied the deduction and held that the cost constituted goodwill. 


Application of rates.—It should be borne in mind that depre- 
ciation is not simply a matter of physical wear and tear; obsoles- 
cence and inadequacy of equipment for present or prospective re- 
quirements must be taken into account. The auditor will find much 
valuable information relative to rates of depreciation for various 
industries and specific assets of whatever kind in the Accountants’ 
Index published by the American Institute of Accountants, pages 
342 to 678, and Accountants’ Index Supplement, pages 143 to 232, 
being devoted to depreciation data and rates. The references given 
there should enable the auditor to obtain authoritative information 
on the basic rates recognized in a particular industry. 

Many trade associations collect data from members as to de- 
preciation of the various assets used in the business. As an ex- 
ample we may mention the National Association of Building Owners 
and Managers. Co-operative action in this way should be of as- 
sistance in determining a proper allowance for depreciation. 


Methods of computing depreciation—The following table 
illustrates the results of three of the many different arithmetical 
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methods of computing depreciation,® based upon a life of ten years 
for an article costing $1,000 with a break-up value of $100 at the 
close of the decade: 


Fixed Percentage Sinking Fund 


Fixed Percentage | arethod. 20.57%* | Method. At 5% 


Year Method. 10% of 


Total Depreciation | ©” pease staat 
I $90.00 $205.70 $71.55 
2 90.00 163.38 71.55 
3 90.00 129.78 71 55 
4 90.00 103.08 71.55 
m) 90.00 81.88 71.55 
: ee 65 .03 71.55 
7 90.00 51.66 71.55 
8 90.00 41.03 rE 
9 90.00 32.59 71.55 
10 90.00 25.87 71.55 
$715.50 
Compound Inter- 
est at 5% 18420 
TOTALS $900.00 $900.00 $900.00 


* 20.57% =100 [= -(2)"] 


a 
s =$100 scrap or residual value 

a =$1,000 or original value _ 
n=I0 years or number of periods 


The following list quoted from C. P. A. Accounting, Vol. I, page 
289, by George Hillis Newlove, shows the wide range of methods: 

“T. Proportion methods: 

(a) Straight line 

(b) Working hours 

(c) Composite life 

(d) Service output 
II. Variable percentage methods: 

(a) Fixed percentage on diminishing value 


(b) Sum of year digits (sometimes known as ‘sum of 
expected life-periods’ ) 


*For United States Treasury rulings on methods, see Income Tax Pro- 
cedure, 1927, Vol. I, pages 959-60. 
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III. Compound interest methods: 
(a) Sinking fund 
(b) Annuity 


IV. Miscellaneous methods: 


(a) Maintenance 
(b) Replacement 

(c) Fifty per cent 
(d) Appraisal 

(e) Insurance 

(£) Gross earnings.” 


By and large, however, the auditor is more concerned in the 
result than in the method. He desires to know within the range 
ef reasonable certainty that the asset value will be fully and equita- 
bly depreciated during the useful life of the asset. 


FIXED PERCENTAGE METHOD.—This method is the most popular 
and is the one in general use. It is applied as follows: 


(a) On a flat basis, e.g., if the life of a machine is ten years, 
one-tenth, or 10 per cent of the cost less estimated scrap 
value is charged off annually. 

(b) On a reducing scale basis, ie., a rate is ascertained which, 
when applied to the original cost and on the diminished 
value thereof as periodically determined, will reduce the 
book value to scrap value at the end of its estimated 
life. 


Method (a) is more generally followed than (b), although there 
is in use a method which is a cross between the two and which is 
not scientific. It consists in charging the rate as determined under 
(a), but in applying it to the reducing value instead of to the original 
cost. For instance, if the life of a boiler is estimated at ten years, 
IO per cent per annum is set aside, but on the diminishing value. 
If the table on page 694 were calculated on this basis, the book value 
would be $348.68 at the end of the tenth year, instead of $100 as 
under the other methods. 

Nevertheless, this method must be reckoned with. When an 
executive directs a clerk to “charge off 10 per cent for depreciation,” 
he may not stop to consider whether it means of the original cost or 
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the reduced value. If the rate used results in insufficient deprecia- 
tion, the auditor should call attention to the fact and suggest the 
proper procedure. 

The theory of and advantage claimed for (b) is that repairs 
and maintenance are very light during the early years of a machine 
and very heavy during the later years. In both (a) and (b) it is 
contemplated that all maintenance costs are to be charged off in addi- 
tion to the depreciation. 

Roughly speaking, with (b) the aggregate of depreciation and 
maintenance is the same each year, whereas under (a) the aggregate 
during the first years is light and during the last years heavy. 

The fixed percentage or straight line depreciation method may 
not survive since it is highly inaccurate, but every other known 
method, except the production method, is more inaccurate. For 
the present is would be well to use the method which comes nearest 
to charging to the period of use an estimated cost of the benefit 
received during that period. The unit of production method comes 
nearest to a proper distribution of cost. When production cannot 
be estimated, the straight line method is the next best method. 

In the Appeal of Kinsman Transit Company (1 B. T. A. 552) 
there was evidence to the effect that depreciation on ships is one 
per cent per annum during the first five years, 2 per cent during 
the second five years and 3 per cent during the next ten years. The 
Commissioner of Internal Revenue allowed 3 per cent flat. The 
Board of Tax Appeals said that both might be wrong and that cost 
less theoretical depreciation might not even approximate actual value. 


PRODUCTION METHOD.—A method of making depreciation at- 
lowances which has its advantages under certain conditions is that 
of charging an established rate per unit of output. This is especially 
applicable in the case of, say, a blast furnace where the frequency 
with which the linings will need to be renewed depends on the ex- 
tent to which the furnace is being used. If it is being run at full 
capacity night and day, the wear on the linings is obviously much 
greater than if the furnace had not been in continual use during 
the entire fiscal period. 

Another species of depreciation which may be said to come under 
the above caption is that caused in a plant by the depletion of the 
mines or timber lands in connection with which the plant was con- 


Ch. 31] DEPRECIATION—GENERAL PRINCIPLES 697 


structed. Most of the value of coke ovens, for instance, is gone 
when the mines for which they were constructed are worked out. 
Consequently, in determining the amount to be written off for de- 
preciation of mining and lumbering plants, the factor of the probable 
future output of the mines or lands is an important one and it is 
frequently found advisable to base the plant depreciation charge on 
the output. Certainly this should be done where it is evident that 
the plant will outlive the exhaustion of the mines or lands. In such 
cases the depreciation charges should be sufficient to absorb the en- 
tire cost of the plant, less residual value, by the time the mines or 
lands are exhausted, even though at that time the plant may still 
be in good operating condition. 

The auditor should note that the depreciation charge has been 
brought into the books of account properly. This is important 
because, to constitute an allowable deduction for income tax pur- 
poses, the depreciation allowance must be charged off on the books.® 


SINKING FUND METHOD.—TIf it is proposed to set aside such a 
sum periodically as will equal the original cost of a machine (less 
scrap value) at the end of its estimated life, the average rate of 
interest which can be obtained is estimated and a fixed amount is 
periodically paid to a fund. The aggregate, with the accumulated 
interest, equals the amount required to renew the machine in ques- 
tion. This method is seldom followed. There is good authority, 
however, for its use where a single large piece of property is being 
operated. 


Sinking fund requirements to retire bonds, etc., must not be 
confused with depreciation allowances.—The trained accountant 
or engineer recognizes the distinction between provision for depre- 
ciation and appropriations for sinking funds, and so never confuses 
the two terms. Not so, however, with lawyers and business men. 

The modern industrial bond is not popular unless a provision 
is inserted in the trust deed requiring that a sufficient sum be set 
aside annually, or otherwise, to retire the bonds before or at ma- 
turity. It is usual to stipulate that the instalments must be provided 
out of earnings, and this is a wise course to follow, because it serves 
to keep down dividend declarations during the life of the bonds. 


®See Income Tax Procedure, 1927, Vol. I, page 951. 
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Nevertheless, the sinking fund instalments are capital expenditure 
and do not properly appear among operating expenses, but should 
be stated as deductions from the net income when ascertained. This 
course fulfils the obligation imposed in the trust deed and yet does 
not permit the surplus to be overstated. 

The sinking-fund provision may be greater or less than the amount 
required for depreciation, aside from the fact that one is an 
operating expense and the other is a discharge of a capital obligation. 
Therefore, depreciation should be calculated and charged against 
earnings before the net income is determined, irrespective of the 
existence or non-existence of sinking-fund requirements. 

The common misconception of the proper treatment of com- 
pulsory sinking funds can be explained by an illustration taken from 
actual practice. A manufacturing corporation handling a patented 
device issued bonds aggregating $375,000, payable in instalments of 
$25,000 annually for fifteen years. Having in mind possible com- 
petition and obsolescence of its property, it was provided that the 
sinking-fund instalments be charged against income. The presi- 
dent of the company had a contract under which he was to receive 
a bonus of 5 per cent of the net income in addition to his salary, 
but it was specifically provided that as to him the charges against 
income should not include the sinking-fund instalments. In mak- 
ing up the first year’s accounts the auditors decided that the deprecia- 
tion allowance, as nearly as could be determined, should be stated 
as $25,000, and this amount was included among the operating 
expenses. 

When their report was submitted to the directors, the president 
referred to his contract and stated that the sinking-fund provision 
and depreciation were synonymous and that he was entitled to 5 
per cent of the net income before any deduction was made for 
depreciation. The majority of the directors agreed with him, with 
the result that the company overpaid the president $1,250 per annum 
for a number of years. 

The time is arriving when depreciation will be generally consid- 
ered as a prime operating cost. If it is so treated throughout the 
accounts, no such misunderstanding as that above cited could occur. 


Investment of depreciation allowances.—It has been urged 
that unless an amount corresponding to the allowance for deprecia- 
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tion is invested in marketable securities, it is not a de facto reserve, 
but merely a book account; but this is really a matter of secondary 
importance. The principal point to consider is whether or not there 
has been charged to income a sufficient sum to cover the loss 
caused by wear and tear and obsolescence. So long as this is done 
there is no possibility of the amount thereof being paid out in divi- 
dends. It is left in the business in the form of cash or any other 
undivided asset. The question of its investment is immaterial. 


Wasting Assets—Depletion and Depreciation 


Depreciation and depletion are closely related and in the case of 
wasting assets, such as timber lands, mines and oil wells, parallel 
each other. Provisions for depletion should be made to mark the 
exhaustion of the natural asset and provision for depreciation 
should be made to reduce equipment, development and construction 
accounts to their residual value by the time the natural asset is 
exhausted, or when the leases to exploit it expire. 

The auditor should obtain at each examination, if possible, the 
engineer’s reports of surveys of the acreage of ore unmined, timber 
uncut, etc. From these data a calculation should be made to de- 
termine whether the amounts provided for depletion and deprecia- 
tion are adequate or not. 

The question of depletion of mines has an added importance due 
to the deductions to be made for depletion in the preparation of fed- 
eral-tax returns.’° 

The following quotations from the remarks under “Preliminary 
Considerations” in the “Report and Suggestions of Committee on 
Standard System of Accounting and Analyses of Cost of Produc- 
tion” of the National Coal Association, prepared for the annual 
meeting, May, 1919, should be of assistance to the auditor in the 
matter of depletion and depreciation. 


In the case of some mines, the greater cost will be the coal; in an- 
other, the equipment; and the cost of development will be, more or less, 
according to the physical conditions of each operation, but all these ele- 
ments make a coal mine, and when the operating stage is reached their 
combined value as a mine is greater than the sum of their separate costs. 

They all depreciate together as the coal is exhausted, for when the 


Montgomery, Income Tax Procedure, 1927, Vol. I, Chapter 38. 
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coal is gone, or the right to the coal has elapsed, the plant and equipment 
have little or no value and the development is lost. 

Capital investment in a coal mine is not a permanent asset; it is only 
an outlay preliminary to the extraction of the coal; it is merely an ad- 
vanced or deferred charge upon future income, which capital, if recov- 
ered, must be recovered with the current expenses of operation out of the 
proceeds of coal sold. 

By dividing the cost of the mine by the total number of tons prac- 
tically recoverable through present shafts and openings, the rate per ton 
necessary to redeem such cost will be found. 

In Coal Mining the exact unit for the measurement of work done is 
the ton of coal mined. It is also the exact unit for measuring depletion 
of mineral, wear and tear from use of equipment, and exhaustion of 
development. Development is a mere easement, the value of which dis- 
appears when the coal is gone. 

A coal mine being, as emphasized, made up of several elements, all 
depreciating as the coal is mined, such depreciation is composite, accruing 
at a rate concurrent with the rate of extraction. The necessary rate 
per ton being determined, the aggregate depreciation for any accounting 
period should, of course, as far as practical, be distributed among the 
various elements in proportion to their respective costs or value. 

The doctrine that measures depreciation of coal mine plant and equip- 
ment in terms of time (excepting, of course, some leasehold propositions) 
is fallacious, as tested by the further assertion that a completely equipped 
mine could be maintained indefinitely without depletion or wear and tear 
if no coal were mined, by minor repairs. 

Therefore, we insist, as a general rule—excepting some leaseholds— 
that the correct measure of the depletion and depreciation experienced in 
mining coal is the ton of coal mined. 

After a coal mine has been developed and equipped to its planned 
output capacity, charges to its Capital Account should cease, and there- 
after there will be few if any permissible charges to that account. 

Usually after one-third or one-half the life of the mine has elapsed, 
and from time to time thereafter additions to power plant and major 
items of equipment will be necessary, and the Cost thereof should be set 
up in appropriate Additions and Betterment Accounts, and for these will 
have to be established an additional and separate depreciation rate based 
on the remaining coal or life of the mine. 

At the end of each month, Operating Account should be charged, and 
Depreciation credited with an amount equivalent to the depreciation rate 
multiplied by the number of tons mined during the month. At the end of 
the year Depreciation should be charged with the year’s accumulation 
and the respective elements of the mine written off in proper proportions. 
If, however, the operator prefers to allow total Depreciation to stand as 
a credit on the ledger, it should in the Balance Sheet be exhibited as a 
deduction from the cost of property. Irrespective of which way it is 
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handled on the General Ledger, the proper reducing entries should be 
made against each element of the property in the Plant Ledger. 

In the case of mines operated under lease, if the leasehold rights run 
longer than the probable period required to exhaust the estimated avail- 
able coal, the same factor of Depreciation applies; but if the life of the 
lease is shorter than the probable period required to get all the coal, the 
monthly charge to Operating Account and corresponding credit to De- 
preciation should be such proportion of the cost of the mine as one month 
is of the remaining term of the lease. 

Funds representing Depreciation accumulations, if not periodically 
applied to the retirement of outstanding securities or obligations, should 
be kept liquid for that purpose or invested in assets distinct from the 
depreciating property. 

Before any profit or net income can be realized, current expenses for 
labor and for material consumed, current repairs, replacements and de- 
preciation must be made good out of gross income. 

Hence, sound consideration of the nature of investment in coal mining 
or any other wasting industry dictates that all outlay must be classified 
and dealt with as follows: 

(a) The initial cost of the mine in its entirety, chargeable to Capital 
Account—and which must be redeemed by periodically setting aside, from 
current gross income, sufficient amounts to replace such investment within 
the life of the mine. It is obvious that the fund thus derived must be 
held inviolate for ultimate capital redemption, and if not applied imme- 
diately to the retirement of outstanding securities, invested in assets 
separate from the depreciating property or kept liquid in the business. 

(b) The cost of Additions and Betterments, so large that such costs 
should be capitalized, must likewise be redeemed by setting aside from 
gross income adequate provision for reimbursing such cost during the 
life of the mine. 

(c) To ordinary Operating Expense should be charged the cost of 
repairs and replacements of plant and equipment, and also cost of addi- 
tional equipment necessary because of the extension of workings to 
maintain the normal output. 


Mines depreciation.—Depreciation of mining machinery equip- 
ment and buildings is often computed in terms of so many cents per 
ton produced, rather than in flat percentage rates. 

It is thought, nevertheless, that in either case the relationship 
between mined and unmined coal or ore should be the dominant 
factor. 

The depreciation of special assets such as railroad cars and of 
live stock should not be taken care of on such a basis, however, 
but on the basis of probable length of service. 
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If depreciation has been charged annually on the basis of ex- 
haustion of the mineral, and additional ore reserves are developed, 
it is permissible to base subsequent depreciation charges on the es- 
timated remaining physical life of the mine equipment so as to 
spread the deductions over a longer period. 

It is claimed by many competent mining engineers that good prac- 
tice in the mining industry permits the charging to maintenance of 
expenditures for improvements, the benefits and advantages of which 
extend over a period of years. Under ordinary accounting practice 
all expenditures which benefit the future should be set up as deferred 
assets and allocated to the succeeding periods which realize the 
benefits. 

The recent federal tax laws recognize that general principles may 
be modified in a given trade or business. When the modifications 
are accepted as controlling and as being good practice by a majority 
of concerns in such industry, general principles are superseded. The 
custom of charging improvements to maintenance does not extend 
to original development and equipment, but is limited to expenditures 
which are made after mines are in operation. The theory is that 
after operations have begun practically all so-called improvements 
“are really nothing but expenses required to keep the property from 
depreciating.” (J. R. Finlay, The Cost of Mining, page 65.) 

However, the United States Treasury held for income-tax pur- 
poses (C. B. Il-1, 116; I. T. 1688), that, when a mine in which 
mules were used for hauling coal was electrified, there was an “im- 
provement,” although no increase of output resulted, and that the 
expenditure on electrification was to be capitalized. Loss arising 
from the sale of the mules or on any equipment abandoned could, of 
course, be charged off at once. 

There are several decisions of the United States Board of Tax 
Appeals which uphold the view that plant expenditures, even though 
no increase in production results, must be capitalized. 


Oil wells—development costs.—Taxpayers are given the op- 
tion of charging to expense or capitalizing exploration expenditures, 
“drilling of wells, building of pipe lines, and development. .. .” 
The election once made is held to be binding in subsequent years. 
(@7>B. 4, 1690; Deyoery MCC Be Lilet i17 -alet leproce, ) 

In permitting items which are ordinarily regarded as capital to 
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be charged to expense, the Treasury recognizes the hazardous char- 
acter of the oil industry. 

If an oil or gas well operator contracts for the drilling and equip- 
ment of a complete well for a specified consideration, that part of 
the consideration which represents the cost of drilling must be 
capitalized. (C. B. I-2, 140; A. R. R. 1234.) Should the well 
prove unproductive, the whole capital expenditure will then be writ- 
ten off when such condition is determined. 

The option of charging to expense or capitalizing exploration 
expenses is not affected by the fact that other companies in an 
affiliated group have already exercised the option in regard to their 
expendiuresss (C. B. 1i-1, 116% Lo T. 1661-) 


Oil wells—depletion.—Depletion of gas and oil wells is a very 
live issue, more so from the viewpoint of taxation than financial 
position. 


Equipment of oil and gas wells—depreciation—Casing and 
tubing are large and small sizes of pipe which are put into a well to 
protect the oil or gas from physical encroachments in its passage 
from the producing sand to the mouth of the well. If a well has 
produced for 5 years, under ordinary circumstances, the casing and 
tubing would be useful for several years more if left in the well and 
the well continued to produce. If the well ceases to produce and 
the casing and tubing are pulled out, they may not be in such a 
condition as to warrant the expense of transporting them any dis- 
tance, especially over a rough country, and putting them into 
another well for the remainder of their life. Furthermore, the opera- 
tions of pulling out casing and putting it down into a well are haz- 
ardous both as to the expense which may be involved and the risk 
of injuring the material. The recommendation of the Treasury to 
depreciate the well equipment at the same rate as the mineral con- 
tents are depleted is reasonable. 

There may be circumstances under which this method of depre- 
ciation will not apply. Some producers pull the outer casing as soon 
as a well begins to produce, and use it in pipe lines or other wells. 
When the newly drilled well turns out to be a dry hole, usually all 
the casing and tubing is pulled out. Equipment rapidly deteriorates 
under these conditions. In these instances the rate recommended 
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by the Treasury will not apply, and the equipment must be depre- 
ciated at a high rate for the period during which it has been in the 
well. 


RicS AND CLEANING-OUT EQUIPMENT.—A rig used at only one 
well during a year does not sustain as large a loss of value as the 
rig which is used at two or three wells. A larger loss occurs when 
a rig is taken down, moved, and put up again than when the rig is 
in constant or partial use at one well. An estimate should be made 
of the number of wells at which steel rigs and cleaning-out equip- 
ment can be used, and a rate of depreciation to be applied to the 
equipment for its use at each well may be calculated from such an 
estimate. 


Timber lands—depletion.—Just as the removal of a ton of ore 
-or coal reduces by so much the value of a mine, so the cutting of 
each thousand feet of timber reduces the value of the land on 
which it stood. It is obvious that there should be written off from 
year to year such proportion of the cost of the lands as the quan- 
tity of timber cut during the year bears to the quantity standing on 
the entire tract at the time of its purchase. 

In some cases allowance for the value of the cut-over lands 
should be made in determining the amount which should be 
charged off for depletion of the timber. Very frequently, however, 
cut-over land has but little value. 

Since it is easier to determine with certainty the total quantity 
of timber standing on a tract of land than it is to determine the 
contents of a mine, it follows that the depletion (stumpage) charge 
per thousand feet of timber cut can be more accurately fixed than 
can depletion charges in mining operations. 


Timber industry—depreciation.—Special provision is made by 
the United States Treasury Department for income-tax purposes 
regarding depreciation of property used in a timber project when 
the probable life of the asset exceeds that of the project itself. The 
same rules as apply in the case of mining, oil and gas projects apply 
here, viz., that the life of the project shall be considered a limiting 
factor, due allowance being made for salvage value. 

Some of the factors which affect the rate at which physical 
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plant should be written off are: impossibility of securing additional 
timber in the same locality, expenditures for bridges and roads to 
reach more inaccessible tracts held for future exploitation, increased 
freight rates making exploitation unprofitable, and others which 
study of a specific case will develop. 

For the purpose of establishing a basic valuation for the computa- 
tion of depreciation in tax matters the auditor should consider the 
following : 


1. Topography.—Whether the lands are level or rolling, dry or 
inundated, and similar factors bearing on the ease or difficulty of 
successful logging. 


2. Accessibility—This involves railroad facilities and water 
transportation, or both. Every point under this head needs care- 
ful review, since in some operations this has determined whether or 
not an operating profit could be made. 


3. Blocking up.—A number of scattered tracts may have little 
value by themselves, but when united with others to make a block 
which can be profitably operated they may become very valuable. 
It is estimated that before building a large mill a 20 years’ supply 
of timber should be available for it4 The cost of constructing 
and equipping saw mills, planers, dry kilns, mill ponds, and logging 
railroads is beyond the means of the small owner. His isolated 
timber has a low value because he cannot exploit it. On the other 
hand, the large manufacturer is not warranted in investing in ex- 
pensive plant unless he has available an ample amount of stumpage. 
As a result, blocking up is essential and the blocked-up holding repre- 
sents a far greater value because it then is susceptible of exploitation. 


4. Quality of timber—When there are a number of different 
species varying considerably in price, they may be divided into gen- 
eral classes, such as hardwoods and softwoods, or the particular 
species may be set up. Usually an average rate can be worked out 
on the basis of the cruises nearest the date of valuation, since the 
book records in most cases do not show the cuttings classified as to 
species. 

5. Estimates of quantities—Many of the problems in timber 


“ Address by Edwin B. Parker, of the Southern Pine Association. 
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valuation have to do with the valuation as at March 1, 1913. The 
farther we get away from that date, the more readily should esti- 
mates as of that date be verified. That is, where the tracts under 
consideration have been cut since March 1, 1913, the cutting records 
should supply the information. These added to the quantity now 
estimated to be on hand will give the quantity at March 1, 1913. 


6. Allocation of cost or March 1, 1913 value between land and 
timber.—Many tracts are purchased solely for the timber. In 
other cases the lands, after being cut over, are valuable for agricul- 
tural purposes. If the lands were acquired a number of years ago, 
all of the difficulties in attempting to translate oneself back to that 
time are encountered, and specific evidences of value of the land, 
rather than general averages, are required. 

After consideration of the foregoing factors, a value must be 
placed on the timber, if acquired prior to March 1, 1913, in the light 
of market conditions, as reflected by representative markets at that 
date, after making due allowance for cost of getting the logs to 
market. Inasmuch as few large tracts were sold about March 1, 
1913, a comparison of sales for three years before and after March 1, 
1913, is not controlling. The peculiar circumstances surrounding each 
particular purchase or sale should be fully considered and the facts 
developed as to why it should or should not be taken as representa- 
tive of the value of all the tracts on hand March 1, 1913. 


In the computation of depreciation it is recognized that “the 
reasonable expectation of the economic life” may increase the amount 
of depreciation. This principle also applies to depletion charges. 
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Passing from a general discussion of principles which have the 
approval of competent authorities, it is desirable to study their appli- 


cation to various classes of assets. 


There is an extensive variation in rates which now apply to 
different classes of property, as given in the tables on the following 


pages. 


These tables were prepared from the exhaustive compila- 


tion of depreciation rates which appears in the author’s Income Tax 


Procedure, 1927 Edition. 
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Depreciation rates and practice—specific suggestions.—In 
the paragraphs which follow, information is given which is intended 
to serve as a guide in deciding in what cases and at what rates depre- 
ciation shall be charged. They are only land-marks or, better yet, 
corner stones from which to begin computing. The topics, which are 
arranged in alphabetical order, deal in some cases with types of 
enterprises. The list is not intended to be and obviously cannot be 
complete. The variations of the rates in some of the cases given, in 
the preceding tables, indicate the futility of trying to set uniform 
rates applicable to given objects under all conditions. 

The controlling theory of depreciation is that the net cost of the 
investment shall be charged to operations by the end of the useful 
service life of the asset. The rate should be fixed accordingly. 


Automobiles.—Under ordinary conditions the rate of deprecia- 
tion on automobiles should be fixed at 25 per cent per annum. Ina 
number of cases the Treasury has permitted an even higher rate. 
The Income Tax Primer (1918) stated that the life “of automobiles 
used for business or farm purposes and farm tractors was four to 
five years.” The Manual for the Oil and Gas Industry} suggests 
three years for that industry. In Hyans’ Appeal (1 B. T. A. 217) 
the Commissioner allowed three years for trucks. In Francis’s 
Appeal (2 B. T. A. 1087) he urged four years for trucks but the 
Board reduced it to three. The Board, however, upheld the Com- 
missioner at four years for trucks and automobiles in Yost & Herrell’s 
Zp pcula 2ebu low. 745)5 —(oceralsOmebe L-ial2ed,) 

Three years is suggested as the average life of a taxicab. ? 

In the case of a lawyer it was held that depreciation on his auto- 
mobile might be deducted based on the proportion of time it was 
used in his profession. (C. B. III-1, 122; I. T. 1933.) 

In some cases depreciation is based on mileage. * 


. Bakeries.—The average life of machinery is about ten years. 
Ovens and oven equipment have a life of from ten to twelve years, 
while other equipment has a life of about six years. 
* Revised August, 1921, page 64. 
* American Institute of Accountants, Special Bulletin No. 9, page 3. 


° Depreciation—Its Treatment in Production, Chamber of Commerce of 
U. S., October 15, 1921. 
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In Columbus Bread Co.’s Appeal (4 B. T. A. 1126) the Board 
allowed the rates which were claimed by the taxpayer: 


Rates allowed by Rates claimed 
the Commissioner by taxpayer 


Per Cent Per Cent 
ORSasae SH sea ee AE Ae eee 10 10 
IMA Cain enysuemeeeten pate: Saati ie cies oe: 10 15 
Moolstandvequipment:-e at ons o.. se. 15 15 
Horses, wagons and harness......... 10 20 
iE NAS Val CARESS Ga a cod bE OI ho Mee Oe 20 20 
JN ETO SBS 3d B's NICER SIONS 25 30 


Biscuit and cracker industry.—Shipping trunks and crates 
have a life of three years. Cans in which biscuits and crackers are 
packed have a life of five years in cities, where they are not handled 
so roughly nor shipped great distances ; otherwise four. 


Book plates.—Whether or not the values placed on the book 
plates are reasonable, demands careful inquiry on the part of the 
auditor. “Circumstances alter cases,’”’ and this adage is true of book 
plates as well as of other things. Obviously, it would be quite 
proper to carry the plates of a recent edition of the Encyclopedia 
Britannica or of some standard scientific work at a considerable 
part of their cost long after the entire cost of the plates for a more 
ephemeral piece of literature, like a novel, should have been written 
off in toto. The plates for a novel should be written off entirely as 
a part of the cost of the first edition—there may never be another ; 
the great majority of novels do not run through more than one 
printing. As already indicated, the plates of a work which will be 
standard for a number of years may be written off more gradually, 
particularly since the greater initial cost frequently includes large 
expenditures for contributions and editorial work which take the place 
of royalties payable over a period. 

The fact that the effective demand for such a work is realized 
over a long period of time is another justification for charging off 
the cost of such plates more gradually. 

At the same time, the world moves so rapidly and new discoveries 
are so frequent that works which are standard today are out-of- 
date tomorrow, and an issue of an encyclopedia or other reference 
work is not authoritative for as long a period as was formerly the 


case. 
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Some large failures in the publishing business are traceable to 
the omission to charge against the cost of books a proper proportion 
of the cost of plates. In view of the large profits which were appar- 
ently being earned, liberal amounts of cash were withdrawn from the 
business. The actual facts were that the liquid assets or working 
capital of the business were being replaced by a growing fictitious 
investment in plates and copyrights. The only safe plan is to charge 
off liberally. 

The depreciation of plates through actual wear and tear is not 
usually of much importance, except when they are in steady use on 
standard publications. The question of obsolescence is the more 
important point to be considered. Some publishers make it a rule 
to carry plates on their books at a merely nominal figure. Many 
do not carry them as assets. 

The value of plates and copyrights should never be increased 
above cost. Even though there is every indication that the demand 
for certain publications will continue, or even increase, and result in 
large profits in the future, that is no reason for anticipating such 
profits and capitalizing them by raising the book value of the plates, 
and correspondingly crediting current income or even surplus account. 

Separate accounts are kept by some publishers for the sale and 
the cost sales of each book published. When it is known that a second 
or third edition will undoubtedly be published, there may be no great 
objection to carrying a small part of the cost of the first edition as 
a deferred item to be applied against subsequent editions. 


Books—business and professional.—Roughly speaking, books 
in a technical library depreciate at rate sufficiently rapid to justify 
charging off the total year’s purchase in the case of libraries which 
are being kept up to date. This practice, which is permitted by 
the Treasury, obviates the necessity of an annual revaluation. 


Brick plants.—The following rates are suggested by men with 
extensive experience in the manufacture of bricks: 4 


Machinery and equipment: Per cent 
Pugmills, grinding pans, brick machines, etc............. 10 
Bagine andi boiler house machinery ws ume eet arenes 71% 
Steam)! shovel andiquarry machinery, ass. nee fesse see 10 
“rebukes tehaval WeyayannayerranehyowaSale,, 4 o55n0ueholsonnebosuone 20 


Loose tools, ete., to be inventoried. 


“American Institute of Accountants, Special Bulletin No. 9, page 1. 
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Buildings: Per cent 
Periodic kilns, subject to the strain of continuous reheating 
AHCMCOOLMA SION Lape ete x, A stele. ook cd eyes Mee tes 10 
Continiuoticohea trail ticneamesart Seis atl erircrtan esa as 1% 
IDR pT SAME MEOCIS. 5 2: ox Arctapeh elke by cict Ae NeR Barareh one ered Sa 5 
Obedcianckouuouildinos water ees ere eee neh. eee re eT eter 20 


Buildings.—It is difficult to foretell at what rate buildings will 
depreciate, and it is practically impossible to set a standard common 
to all the different classes of buildings which are found among the 
assets of various enterprises. When one ledger account includes 
both land and buildings, the depreciation usually must be confined to 
the buildings. By the sinking-fund system the sum to be set aside 
must be such as will accumulate to the cost of the building during 
the probable life of the building. Repairs must be charged to income, 
in addition to the charge for depreciation. 

It must be remembered that no building will last forever. This 
statement is made in the face of the contrary claims of the advocates 
of concrete construction. Possible appreciation in land should not be 
used as an offset against the depreciation of buildings, unless the 
former is included in income and the charge for depreciation is in- 
cluded among the expenses. It is then apparent that an anticipated 
profit is being used to offset an actual expense. 

A prominent engineer has said that a building in which rapidly 
revolving shafting is employed, or in which machines, such as a 
number of drop forge hammers, operate with considerable shock, 
depreciates rapidly ; and that for such buildings a yearly depreciation 
of from 4 to 8 per cent should be allowed. 

A leading appraisal company stated that for some concrete build- 
ings only two or three years old, it is necessary to supply a high 
rate of depreciation because the cement mixtures were not of proper 
formule. 

The New York State Income Tax Bureau, in replying to ques- 
tions on this subject, stated: “Generally, depreciation may be taken 
at the rate of 4 per cent yearly on a frame building and 3 per cent 
yearly on a brick building. These amounts should cover both repairs 
and depreciation.” 

Obviously no general rate applies to buildings. Three per cent 
is the rate frequently used by manufacturers for slow-burning brick 
structures; and 2 per cent is the minimum rate for concrete, brick 
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and steel fireproof structures. Perhaps 2% per cent is more nearly 
correct. Where walls are subjected to unusual strain or vibration, 
a rate of not less than 4 per cent should be used. 

The life of a building is dependent upon many factors. It is 
necessary to take into consideration first, the design of the building 
and of its foundations; second, the type as adapted to its locality and 
purpose; third, its construction and material; fourth, its operations — 
and maintenance. When it is impossible to obtain definite informa- 
tion on these points, it is customary to accept the common method 
of taking 3 per cent for brick and stone and 4 per cent for frame 
buildings. In a state in which the subject has been carefully studied, 
a rate of 2 to 2% per cent for cement or brick buildings and 3 to 5 
per cent for wooden buildings has been adopted. The National 
Machine Tool Builders’ Association uses these rates: brick buildings, 
3 per cent; frame buildings, 5 per cent. 

In Farmers Grain Co.’s Appeal (1 B. T. A. 605) the U. S. Board 
of Tax Appeals allowed 5 per cent on grain elevators. 

In Middleton Co.’s Appeal (1 B. T. A. 1145) the taxpayer claimed 
IO per cent upon a warehouse and wharf. The Commissioner 
allowed 4 per cent upon the building on high land and Io per cent 
upon the extension into deep water. The Board upheld the Com- 
missioner. 

On wooden storage buildings, with concrete block foundations and 
rubberoid roofs, the Board raised the Commissioner’s rate from 4 per 
cent to 8 per cent. (Moberly Oil Co.'s Appeal, 3 B. T. A. 163.) 

In Ingle’s Appeal (1 B. T. A. 595) the taxpayer agreed with the 
Commissioner on a rate of 5 per cent on an “old brick-and-frame 
building” and of 2 per cent on a brick and concrete building. The 
taxpayer claimed 5 per cent on a building of skeleton steel construc- 
tion with brick walls and a composition roof upon frame construction. 
The foundations were of concrete and the floors were wood block 
upon concrete fill. The structural steel skeleton and the frame roof 
construction had formed a part of another building. The founda- 
tions for steel columns and brick walls were of concrete and all 
weights were carried by a steel skeleton, which was structurally com- 
plete. The structural steel skeleton was covered only by paint. 
Certain interior partitions were of wire-lath and others were of hol- 
low-tile and all were plastered on both sides. The Commissioner 
contended for 2 per cent. The Board upheld the taxpayer. 


Ch. 32] DEPRECIATION—RATES 727 


In Bexham Ice Cream Co.s Appeal (5 B. T. A. 97) the Com- 
missioner urged a rate of 2% per cent on a concrete, tile and wooden 
building. The taxpayer claimed 5 per cent. The Board allowed 4 
per cent. 

In Eckstein’s Appeal (2 B. T. A. 19) the Board allowed 3 per 
cent on two buildings of steel and concrete. Traffic congestion 
which seriously affects retail trade was a factor. 

In Eimer & Amend’s Appeal (2 B. T. A. 603) the Commissioner 
allowed I per cent on two steel and brick buildings erected in New 
York City, on leased land. The Board upheld the Commissioner. 
The evidence must have been weak. 

A concrete building 75 x 250 feet, the walls of which were only 
6 inches thick, standing upon a sandy foundation in close proximity 
to the main line of a railroad, where traffic was heavy and the con- 
stant movement of trains caused vibrations both of the soil founda- 
tion and of the building, was depreciated by a taxpayer at the rate 
of 5 per cent per annum. The Commissioner reduced the rate to 
2¥ per cent. The Board in Dickey Groc. Co.’s Appeal (1 B. T. A. 
108) sustained the taxpayer. 

In’ C.K. Macaulay Co’s Appeal (1 B. T. A. 937) the taxpayer 
claimed 3 per cent depreciation on a 4-story reinforced concrete 
building. The Commissioner allowed 2 per cent and was sustained. 

In Roshek’s Appeal (2 B. T. A. 260) taxpayer claimed 4 per cent 
on a brick business building, finished inside with steel and wood, 
erected on leased land, lessor to purchase building at end of lease at 
salvage value. Commissioner reduced rate to 34% per cent and was 
upheld by Board. Taxpayer claimed 8 per cent on old building 
purchased by it with estimated remaining life of 12% years. Com- 
missioner reduced rate to 3 per cent and was overruled by Board. 

In the case of a well-located New York apartment house the jury 
found that 3 per cent was a proper rate depreciation. (Cohen v. 
Lowe, 234 Fed. 474.) This was the rate allowed by the government, 
while the plaintiff claimed 5 per cent. 

In McCormick’s Appeal (2 B. T. A. 430) the taxpayer was part 
owner of two office buildings in Chicago, of steel and concrete con- 
struction. The ceilings were too high, etc. The Board found that 
rentals were dropping but also found that net rentals from one 
building increased from $455,000 in 1919 to $792,000 in 1923, and 
from the other building $148,000 in 1919 to $248,000 in 1923. It 
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seems that few buildings in Chicago remain for more than 35 years. 
The Commissioner allowed 1% per cent. The Board allowed 2% 
per cent. 

In Hovely’s Appeal (2 B. T. A. 1099) the Board allowed on 
frame cottage and tenant houses, 5 per cent; residence 6 2/3 to 734 
per cent. The buildings were subject to excessive heat. 

In Mandel Bros.” Appeal (4 B. T. A. 341) on a department store 
building the taxpayer claimed 1 per cent prior to 1917, 2 per cent in 
1917, 1918, 1919, and 2% per cent for 1920. The Commissioner al- 
lowed 2 per cent for all years and was sustained. 

The foregoing decisions refer exclusively to depreciation. When 
change in the character of a neighborhood or other causes result in 
an ascertained loss the claim for depreciation (which includes or- 
dinary obsolescence) should be correspondingly increased. 


BUILDINGS UNDER CONSTRUCTION.—Buildings under construc- 
tion are not subject to depreciation allowances for income-tax pur- 
poses. The allowance begins with the beginning of the useful life 
of the building. The term “useful life’ has been interpreted as 
meaning the period during which an asset may be used for the pur- 
pose for which it was acquired. 

When buildings, particularly factories, are partly completed the 
question arises as to the date from which to compute depreciation. 
In most cases the construction account is not closed until the building 
is entirely completed, even though a considerable portion of it may 
have been in use for some time. It has been suggested that the de- 
preciation should be based upon an average date, except where de- 
preciation could not be said to commence until actual completion. 
The same reasoning would apply to items other than buildings, such 
as storage tanks, etc., which are carried in construction account until 
a group of units is completed. Accounting practice requires that all 
costs of construction be capitalized until operations commence; there- 
fore the allowance for depreciation on an uncompleted plant, no 
part of which is in use, would simply be debited and credited to the 
same account. 

When a building is partly occupied before being entirely com- 
pleted, partial depreciation should be computed from the date of such 
partial occupancy. 


DEMOLITION OF BUILDINGS.—For income-tax purposes the Treas- 
ury does not allow as a deductible loss the cost of demolition of build- 
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ings for purposes of reconstruction. It regards the amount expended 
as an investment of capital to be considered as a part of the cost of 
reconstruction. This permits corporations to carry on their books the 
depreciated cost of an original investment, or part of it, after the 
asset representing that investment has been destroyed; and also per- 
mits the book value of the destroyed asset to be increased by the cost 
of destroying it. 

All so-called expenses in construction enterprises are proper cap- 
ital expenditures, and the cost of demolition of an old building is a 
capital charge. See Oppenstein’s Appeal (1 B. T. A. 259). This 
rests on the principle that there can be no operating loss or expense 
in a new business until after the business commences to operate. 


Canning industry.—Due to the seasonal character of the indus- 
try, the lack of skilled labor and the corroding acids, the machinery 
and equipment used in the canning industry call for rates of depreci- 
ation from 10 to 15 per cent, and in some cases even as high as 20 
eG Cent. 


Cash registers.—The average life of a good cash register is from 
ten to twenty years. The reduction in value during the early years 
is heavy, due to inadequacy more than to depreciation. If an an- 
nual rate is to be constant it would be unwise to fix it at less than 
I5 per cent. 


Chemical industry.—In the chemical industry buildings depre- 
ciate about 2% to 3 per cent. The machinery and equipment depre- 
ciation depends largely upon the nature of the product manufactured, 
the average being about 15 per cent. 

In Eagle Dye Works’ Appeal (1 B. T. A. 638) the taxpayer 
claimed 5 per cent on buildings, the Commissioner had allowed 3 per 
cent. The Board upheld the Commissioner because “only the three 
rooms used for dyeing purposes are affected by the chemicals, and it 
appears from the evidence that the effect thereof is greatly offset by 
ordinary repairs.” 


Confectionery trade.—Machinery and equipment used in candy 
making is not as a rule subjected to excessive wear and tear and a 
rate of 8 to 10 per cent is considered reasonable, 
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Containers.—With containers, such as casks, kegs, bottles, cases, 
cracker tins, etc., which are used principally for convenience of 
transportation and are supposed to be returned when empty, each 
case must be considered on its merits. Rates given on page 723 
and in the table on page 708 et seq., are suggestive of what may be 
considered good practice. 

At the time of closing the books an accurate inventory should 
be taken, if possible, but if not practicable, it will be necessary to 
make a calculation as to the number required for the normal opera- 
tion of the business. An inspection of the reserve supply will serve 
as a check on the book valuation. Experience proves that consider- 
able numbers are lost, broken or stolen, and that to carry these as 
stock on hand is inaccurate. 


Contracts.—If a valuable contract is secured from a manufac- 
turer, and is turned over to a corporation, the latter may claim as a 
deduction the cost of the contract spread over its life; but in this 
case as in all other similar cases the corporation cannot claim the 
deduction unless the payment for the contract was made in good 
faith and for proper consideration, and where there was any com- 
munity of interest between the transferor and the company, the 
former would be compelled to return as taxable income the purchase 
price of the contract which the corporation claims to have paid to 
him. 


Copyrights.—Copyrights may be charged off under the same 
procedure as patents, except that the term is 28 years, renewable 
under certain circumstances, for another 28 years. As most copy- 
rights diminish rapidly in value, depreciation should not be based on 
their life. Periodical revaluation of each one is the only satisfactory 
solution. A list of copyrights owned should be compiled. Inquiry 
based on this list will develop evidence as to the actual worth of the 
asset. 


Dairy industry.—Equipment, according to an investigation made 
by the Bureau of Animal Industry of the Department of Argi- 
culture, has a life of three and one-third to seven years. Herds are 
given a useful life of about twelve years. 
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Distilleries—In Rock Spring Distilling Co.'s Appeal (2 B. T. A. 
207) the Board adopted the report of a revenue agent who testified 
that by spreading the depreciation written off over a period of years 
the average was 61% per cent, covering buildings and machinery, and 
that this was about the average used and allowed to other com- 
panies similarly situated in that district. 


Electrotypes, woodcuts, etc.—The arguments urged in case of 
patterns (see pages 220 and 743) apply with equal force to electro- 
types, woodcuts, etc. Conservative publishers charge off almost the 
entire cost of plates as a direct cost of a first edition and are careful 
to revalue the balance of the account frequently. 


Fertilizer plants.—Depreciation of buildings should range from 
3¥Y% to 7 per cent. Machinery should not be depreciated on less than 
a ten-year life. A commercial fertilizer plant or a stlphuric acid 
plant has a life not greater than seven to eight years. 


Flasks.—Flasks are divided into two groups, namely, metal and 
wood. Foundries usually make their own flask equipment, there 
being a carpenter shop for wood flasks and the foundry itself pours 
its own metal flasks, which are later assembled in its machine shop. 
It is usually unwise to add all new flasks to an asset account. Flasks, 
both metal and wood, depreciate very rapidly and it is recommended 
that an average valuation be placed on the usual flask equipment 
carried. All closed orders for flask work and also for all flask repairs 
should be charged to a flask account, separated only as between wood 
and metal. Overhead should be charged respectively against the two 
groups as incurred. At the end of each month the total flask costs 
should be divided respectively by the total number of pounds poured 
based upon whether this metal was poured into wood or metal flasks, 
thus arriving at a rate per pound of metal poured. This rate should 
be standardized like an overhead rate, and the flask cost determined 
for each order. The difference between this standard rate and the 
actual flask cost both of new flasks and repair parts will be charged 
monthly to profit and loss as in the case of over and under absorbed 
burden. Some foundries do not carry their wooden flasks as equip- 
ment, but charge off all such expenditures immediately. They do, 
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however, carry metal flasks as part of their equipment. In this case 
a heavy depreciation rate should be used. 


Foundries.—Depreciation does not average more than 4 per cent 
on foundry buildings. On flasks, patterns and core boxes the rate 
should range from 7% to 3314 per cent. On other foundry equip- 
ment it should average not more than about 5 per cent. 

In Long Island Foundry Co.’s Appeal (2 B. T. A. 464) the Board 
overruled the Commissioner’s findings and allowed on machinery, 
fixtures and equipment, Io per cent; on wood flasks, boxes and 
bottom boards 3314 per cent; on iron flasks 1674 per cent. 

In Gardner Governor's Appeal (5 B. T. A. 70) the taxpayer 
claimed 5 per cent on buildings the use of which was changing. The 
Commissioner granted 2 per cent. The taxpayer also claimed 10 per 
cent on machinery, tools and foundry equipment. The Commis- 
sioner granted 8 per cent. The Board sustained the taxpayer. 


Furniture and fixtures.—Conservative concerns charge off by 
far the larger proportion of the cost. And many concerns write down 
the item of furniture and fixtures to $1. The practice is to be com- 
mended unless stockholders, partners, or other interested parties are 
being deceived. If, however, this asset is large, such a course may 
not be desirable; yet this item is usually overvalued so far as any 
actual realization of its book value is concerned. 

Usually, in a going business, assets are not treated on the basis of 
realization values; but in the case of furniture and fixtures, so many 
changes are made to suit the convenience and whims of executives 
and clerks, and offices are moved so often from one place to another, 
that furniture and fixtures have a very indefinite value. 

In most establishments many items, such as partitions, special 
shelving, etc., are charged to the fixture account. When frequent 
alterations and changes are made, most of such expenditures are in 
the nature of repairs or current expenses and should be charged off 
at the time. If charged to an asset account, it should be distributed 
ratably over a few years’ operations. 

If it is important to write off actual depreciation only, it will be 
found that 15 per cent per annum represents a fair average allowance. 
The tax commissioner of one of the states has adopted a standard 
rate of Io per cent, but in exceptional cases allows as much as 25 
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per cent. The United States Board of Tax Appeals, has allowed 
rates ranging from Io to 20 per cent.® 

Leaving out of consideration the complex questions as to what are 
and what are not landlord’s fixtures, it may be laid down as a gen- 
eral rule that the minimum rate of depreciation upon machinery and 
fixtures erected upon leasehold property should be sufficient to wipe 
out the book value before the expiration of the lease. In the case 
of machinery, etc., which will not become landlord’s fixtures, a lesser 
rate may be permitted, but it is imperative that in such a case it be 
clearly understood and agreed what are to be the landlord’s fixtures 
and what are not. 


Gas plants.—These should have an allowance for depreciation 
of 2 to 5 per cent, with tendency toward the lower rates, judging 
from the rulings made by state public utility commissions reported in 
Public Utility Reports, Annotated. 


Goodwill.— Although goodwill does not depreciate in the tech- 
nical sense, it is constantly liable to fluctuations. Goodwill is not 
often written off, and formerly the question of the amount at which 
it should stand in the balance-sheet was not deemed to be within the 
scope of the auditor’s work; but the present range of an auditor’s 
duties compels him to give serious thought to this item. The valua- 
tion of goodwill is fully discussed in Chapter 11, page 226 et seq. 
This discussion should be referred to if any question arises as to 
writing off all or any part of the book value of goodwill. 

For income-tax purposes, obsolescence of goodwill is not ordin- 
arily applicable, but will be allowed in exceptional cases, as when a 
going business is discontinued because of the exhaustion of supply 
sources; providing, of course, that the cost of the goodwill, or its 
fair market value at March 1, 1913, if acquired prior thereto, can be 
definitely shown, and providing the period of obsolescence can be de- 
termined with reasonable accuracy.® 


Hat factories.—The depreciation on hat factory buildings is 
about 2% per cent; on equipment from 4% to 10 per cent; while 


* Dickey Groc. Co.’s Appeal, 1 B. T. A. 108; Wemple State Bank’s Appeal, 
1 B. T. A. 415; Yost & Herrell’s Appeal, 2 B. T. A. 745; Berlin’s Appeal, 


PARR ADE Tee Oe : ; 
®*United States Treasury Department, Cumulative Bulletin Number 2, 


page 141; O.D. 472. 
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on the molds used in the business it is the same as on the patterns in 
a foundry. 


Horses.—Horses become less valuable not only through age but 
also through hard usage. If depreciation is calculated on an annual 
percentage basis, the allowance should usually be from Io to 25 per 
cent of the cost. The alternative method of basing depreciation on 
periodical revaluation is favored by many. Certainly, in the case 
of horses, valuations can be established more accurately than in the 
case of most assets. Fairly frequent revaluations are desirable. 


Hotels.—In Twelve East Thirty-First St. Hotel Co.’s Appeal (3 
B. T. A. 76) the Commissioner first granted 2 per cent then 4 per 
cent on a hotel building in New York City. The Board allowed 
4 per cent. 


The following rates have been suggested for various classes of 
hotel properties : 


Per cent 
a. Hotel structure—stone, brick, steel, concrete.............. 2 
par OCentnt: DUDE a. place aro carne aoe Attica ea cunse coe eae om ein erate 5 
Cx COMES MS eolaxe SUA FOENN. oc coaaccopeLondonos oadcoud 10 
dy Drain pipes his. hai Jena ola Rider nd ee baer, ae aa 5 
Cae VALET PIDES:.<choer emsiesereiicle secinkone enokmet tren a Mecasie bace ay eh eee ee 5 
rig DNileleverateiny smn cion Sayed ia ncme nos b lb Sod de sono on oo S5 10 
CPOE POWel Plant Saaereesckt ke ctr ee ee epee Re 1% 
fi Boilers andspotlersbreechin ose een aint eet rae eee 624 
Dee EVGA TOS a Na oes trae semitone Garo aeE oe aC EE Le RE eae 10 
jee blectriciclevators—_O IlslUSC aien merrier ener ear area 7% 
ky Wlectrictiixtiness rae em trae ett ce eG eee eet he eee 7% 
ie Countesssicabinetsmclosets .elGermie ilmenite nt ee eee 10 


Older hotels should increase the rate of 2 per cent to provide 
more adequately for obsolescence. 

In Iron City Improvement Cos Appeal (4 B. T. A. 305) the 
taxpayer claimed 5 per cent depreciation based on an estimated useful 
life of 20 years. The Commissioner granted 2 per cent. The Board 
allowed 5 per cent, which included obsolescence. 


Iron works.—In Rockford Malleable Iron Works’ Appeal (2 
B. T. A. 817) the Board approved the following rates: 
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Per cent 
Buildings saree eae aa, te PA COE ICR Sta AT Eee Ian Bot 
LOY Erin outa: Santas 276 sv fore cee ihe Fs ee a ee 12.0 
LOW COMMOUSE MCs pars fom oe et irae ete ces 5.0 
PeUManentsixtULess eieteae en ke ys ee ede a ae ee ee 5-5 
OiiGer Ex Hares eye xb iF id tole s Seas i AN ew ol ea 10.0 
TMELLOM SEV SR! OG ORI 5 i RUE Ry a eee ieee emt 20.0 


Land.—It is usual to dismiss this item with the statement that 
land does not depreciate. Nothing could be further from the facts. 
The great bulk of arable land in the United States is depreciating 
through use just as much as depreciation occurs in machinery through 
use. 

The land on which buildings are erected or which is used for 
storage purposes, etc., may not depreciate, and the aggregate of such 
holdings is very large, but the auditor must inquire into the purpose 
for which land is used, its location, etc., before he can decide off- 
hand that the land has not depreciated. 

Land used for agricultural purposes may depreciate through use, 
and does unless a certain rotation of crops is followed or unless 
fertilizers are used. The cost of the latter is equivalent to the cost 
of maintenance and repairs in a factory. 

The price of flaxseed has increased enormously because during 
the early years of farming in the West the vitality of the land was 
exhausted by that crop to such an extent that the farmers were 
obliged to discontinue raising it. While this crop was exhausting the 
land, the farmers should have set up an allowance for depreciation. 
It would then have been apparent that the net income realized from 
the flax crop was not nearly so high as it seemed, and that wheat, 
while bringing in less cash per acre, would have been more profitable. 

The question of soil exhaustion is aptly summarized in the fol- 
lowing quotation: 7 

The measure of capital loss sustained by the farm owner is the amount 
of the elements of plant life removed from the soil and not actually 
replaced. This capital loss can be determined in dollars and cents. The 
dollars and cents so determined are not subject to taxation. They have 
been taxed in the case of nine farm owners out of ten having a taxable 
income. Steps should be taken, where possible, to get a return of taxes 


illegally assessed in the past, and to insure consideration of the item of 
soil exhaustion in returning income subject to taxation in the future. 


7 Soil Exhaustion in Relation to the Income Tax Laws, by Powell Chandler, 
Administration, Vol. 1V, pages 461-465. 
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This illustration may not seem pertinent enough to warrant its 
inclusion in a book which is intended to be practical but the author 
wishes auditing students in particular to use their imagination on 
every possible occasion. This is a convenient place to reiterate the 
advice. Heretofore textbooks on auditing have stated without quali- 
fication that land does not depreciate. If three-fourths of the land 
in the United States is depreciating through use, such statements 
should not go unchallenged. 

Land fluctuates in value, sometimes violently, but such fluctua- 
tions are not to be confused with depreciation. 


Leaseholds.—When a premium is paid to obtain a lease, the 
amount represents an additional expense of doing business, the 
effect being the payment of a higher rent. The proper method is 
to set up the amount paid as a deferred asset, charging off each year 
the proportion of the premium which has expired. Since it rep- 
resents increased rent, the rent paid and the proportion of the 
premium are parts of one item. 

Premiums paid for leases may be considered as the price of a 
terminable annuity equal in amount to the difference between the 
annual value and the annual charges. In case of short-term leases 
it is most convenient to charge a proportionate part against each 
year’s revenue, but this method is not desirable in case of longer 
leases, because it is not sufficiently accurate. The annuity method 
is more desirable where long leases are concerned, because the early 
years should not bear the carrying charges on the full purchase price 
in addition to a pro-rated instalment of the principal. 

In Mandel’s Appeal (4 B. T. A. 341) the taxpayer made a pay- 
ment to secure possession and asked that it be capitalized. The 
Commissioner disallowed the claim. The Board said: 


Ordinarily an expenditure made in order to obtain possession of 
premises for a period prior to the time as of which the person making 
the payment will, of his own right, come into possession thereof, affords 
no benefits beyond the period for which the payment is made. It rep. 
resents an amount paid for the right to enjoy the possession of the prem. 
ises specifically for said period, and, therefore, an expenditure which must 
be amortized ratably over that period. 


IMPROVEMENTS UPON PUBLIC PROPERTY.—In many cases improve- 
ments are made upon land not owned by nor under lease to the 
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person who pays the cost. In the case of short-term leases, when 
the circumstances all point to a continuance of occupancy there is 
much to be said for spreading the depreciation over the life of the 
improvements. In the case of sidings on the land of a railroad 
company, paid for by the user, the cost may be deducted as an ex- 
pense in the year incurred. In the case of expenditures upon land 
owned by a state or a municipality the capital value frequently rests 
upon the whim of political bodies. The reasonable method of treat- 
ing such expenditures is to charge them off as incurred. 

In Edwards’ Appeal (3 B. T. A. 889) the taxpayer constructed 
tunnels under a street. The Commissioner disallowed the deduction 
and was upheld by the Board. The Board said the improvements 
had a capital value “so long as the franchises continue or the permits 
are not revoked.” It would be a wise man who could compute a 
proper rate of depreciation under such contingencies. The opinion 
is not convincing. 


PERMANENT IMPROVEMENTS ON LEASED GROUNDS.—When new 
buildings are erected on leased land the full cost thereof must be 
charged off during the term of the lease, unless there is provision 
for revaluation at its expiration. In any event the expired value 
of the assets, as shown at the time of expiration of the lease, must 
be absorbed equitably during its term. The annuity system is sug- 
gested as the plan most suitable for this purpose. 

Sometimes at the expiration of a lease there arises a claim for 
damages based on the condition of the premises. It is not usually 
possible to restrict the use, under a long lease, to ordinary wear and 
tear. The amount thereof varies according to circumstances, but 
the possibility of this contingency must be taken into consideration 
in making the calculation. When a lease requires the restoration of 
the premises at the termination of the lease, to their original condi- 
tion, the estimated expense of such restoration may be spread over 
the term of the lease, and an amount thus allowed sufficient to make 
the restoration. 


Laundries.—In Gerst’s Appeal (4 B. T. A. 658) the Commis- 
sioner allowed 10 per cent on laundry machinery; the Board allowed 


I2 per cent. 
A taxpayer claimed 5 per cent for depreciation of building used 
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for a laundry. The Commissioner allowed 2 per cent. The Board 
allowed 4 per cent. Church & Hoiles Co.’s Appeal (4 B. T. A. 
1067). 


Lumber yards and manufacturers of mill work.—In Yost & 
Herrell’s Appeal (2 B. T. A. 745) the Commissioner allowed 10 
per cent on the machinery and equipment of a lumber yard and manu- 
facturer of mill work. The Board allowed 20 per cent. 

In Dill’s Appeal (3 B. T. A. 65), the taxpayer claimed I0 per 
cent on a lumber mill. The Commissioner allowed 3 per cent and 
was overruled by the Board. 


Machinery and equipment.—The proper rate of depreciation 
for machinery has been the subject of more discussion than any 
other allowance of this nature. So many factors enter into the 
life of machinery that it is absolutely necessary for each machine. 
to carry its own individual rate. This can be determined solely by 
experience. In case of two like machines used in different factories, 
there may be a considerable difference in length of life and service; 
consequently no hard-and-fast rule can be laid down. But in addi- 
tion to charging all repairs and part renewals to operating, from 5 
to 12% per cent should be written off annually from the original 
cost to provide for normal depreciation from wear and tear and 
ordinary obsolescence. 

It is believed that the Treasury has approved a deduction of 10 
per cent more often than any other rate. See Crown Margarin Co.’s 
Appeal (1 B. T.. A. 1110). 

Regardless of obsolescence, the life of a heavy machine tool is 
usually considered as from 15 to 20 years. The rate adopted by 
the National Machine Tool Builders’ Association for machinery is 
1o per cent. This rate implies favorable conditions and is to be 
figured on original cost. 

A subsidiary ledger should invariably be kept containing details 
of the summary machinery accounts which appear in the general 
ledger. This aids in determining rates of depreciation and is of 
great value in case of fire or in determining the amount to be written 
off in case of sale. When the items are of sufficient importance, a 
separate account should be kept for each item with original cost, 
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additions, deductions, and a memorandum record of the amount of 
depreciation charged to date. 


Mining claims and patent rights.—It should be determined 
whether the values of mining claims or patent rights to mining land 
are unimpaired and that the rights are not in danger of lapsing, due 
to the failure of the owner to comply with the laws relating to min- 
ing which require that certain developments must be made during a 
specified period or periods. This consideration applies also to cer- 
tain types of timber leases. 


Mine equipment.—A company mining bituminous coal was 
allowed depreciation for income-tax purposes on the following basis: 


Per cent 
IWittereqiiipimientinn patter eet La tear tre Ate as Leo 6 6% 
IRowerhouseswandimachineny. wipes severe tata eras <tc or 6% 
‘Pijoyalisy cbavellvalesy Ghavel Sermeeakis By yd cues cee a thy a One e aera 6% 
SA Well | ee eee et Mee MONS SS entree oe, ences thay, nee cea te 6% 
PL CHCIACHTNMOUSESEE Rm aera a Hoe tees ee eet tae ottan Patio itieaane. ce 5 
Bill dine seat OchersmOuses swan ere sale cass oe ahoueus sous 5 


In this case, the quantity of coal in the ground was sufficient to 
warrant writing off depreciation on an estimated life of twenty years. 
The quantity of unmined coal must always be taken into considera- 
tion. 

When it is feasible to apply different rates to a mining plant, the 
units of which are classified in much detail, higher rates than the 
above need to be applied to such equipment as mining machines and 
mine cars. Rates of 121% to 20 per cent for mining machines, and 
25 per cent for mine cars, have been suggested. 


Motion picture films.—It is claimed that motion picture films 
(positives) are “exhausted” 85 per cent the first year, 10 per cent 
the second, and 5 per cent the third. 

Negatives last indefinitely, but their value in use expires with 
the demand for the positives printed from them. The larger pro- 
ducers plot curves on the drawing power of each picture and so 
estimate its probable life and earning power. From these data they 
are prepared to reckon the lessening value of negatives. 

In certain circumstances, as, for example, when a producer makes 
only one picture over a considerable period, which calls for a large 
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expenditure, the speculative nature of the undertaking would war- 
rant the application of all revenues against the cost of the picture 
until the cost is fully extinguished before any net income is con- 
sidered to have been realized. The thought has been advanced that if 
such an enterprise were on a cash, rather than accrual basis, the 
expenditures of a given period for a new picture might well be 
applied against the cash receipts of the same period even though the 
latter were from earlier pictures. The argument is similar to that 
just referred to, namely that the outcome of the new picture is so 
uncertain that any other course would result in considerable apparent 
profits when all the while the profits have been largely disbursed in 
an allied undertaking (another picture) which may entail a huge 
loss with nothing against which to offset it when the picture is re- 
leased. This much may be said: that when an undertaking consists 
of isolated productions at long intervals, with a large hazardous 
investment in such productions, ordinary methods of depreciation, 
or even the accrual basis of accounting, will hardly apply and the 
case will have to be dealt with according to its peculiar circumstances. 


Oil and gas wells—Equipment.—Detailed classifications of 
both oil and gas well equipment and the rates of depreciation ap- 
plicable thereto have been published by the United States Treasury. 
(Manual for the Oil and Gas Industry, 1921, page 63.) So far as 
is known this is the only industry for which the government has 
published officially suggested classifications and rates. 

The Treasury suggests that well equipment be depreciated at the 
same rate as that at which the oil or gas reserves are depleted. The 
reason for this method in preference to a straight-line rate of depre- 
ciation such as 10 per cent a year, is that after a well has produced 
for a few years there is practically no salvage value to the casing and 
tubing. 


GASOLINE ABSORPTION PLANTS, CARBON BLACK FACTORIES, AND 
REFINERIES.—Gasoline absorption plants, carbon black factories, and 
refineries are frequently located in the gas and oil fields. The rate 
of depreciation depends in large part upon the life of the field. 

The gasoline manufacturer tends to locate his plant as near as 
possible to the wells in order to avoid the costs of artificial aid to 
force the gas through the pipes. At the present time it is unlikely 
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that the productive life of a low-pressure field will be equal to the 
physical life of the gasoline plant. Accordingly, the probable life 
of the field should be taken into account in calculating the deprecia- 
tion rate of the plant. 

The depreciation rate of a carbon black factory will depend upon 
the life of the field, but the manufacturer is also likely to have an 
obsolescence charge by reason of being forced to abandon his plant 
as a result of the adverse legislation arising from popular opinion 
that such a plant uses great quantities of gas which should be made 
available for fuel and lighting purposes in homes. 

In the case of refineries, drawing their supply from one oil field, 
the life is determined by the probable life of the field in which they 
are located. In cases where the refineries are centrally located and 
draw from many fields, the rates would depend on the estimated life 
of the property itself rather than upon the life of any particular field. 


Orchards.—In Chester B. Knox’s Appeal (2 B. T. A. 1107) 
the taxpayer in 1919 sold an orchard of walnut trees. In comput- 
ing the cost the Commissioner deducted from cost depreciation based 
on a life (of the trees only) of 33 years. The taxpayer contended 
that the life is 200 years or more. The trees were planted in 1883. 
Under the Commissioner’s computation the trees were not there in 
1919 although the Commissioner claimed that the orchard had been 
sold at a large profit. The Board found there was no depreciation, 
as renewals had been charged to expense. 


Paper manufacturers.—In Fort Orange Paper Co.’s Appeal (1 
B. T. A. 1230) the taxpayer in amended returns for 1917 and 1918 
increased its deductions for depreciation by 50 per cent and claimed: 


Per cent 
Mirco taysieay eznaval Crating ovaNTSON SR on oxieid tyade Bide dOeID OG SAD rRmDO Ono 1% 
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an Oa GUS CaLeS a hye NRE, Wc comememet eu chicus) sxsiniie geile; ousgo salen: ogc talus 11% 
OMOeniitUlIneraMCMeRNUnCS. cee tn a tyatste segs s 36s efer4s.0) late a6 2 20 4% '0 10 
Stablerand garAcevedtipmiehts..ssciadests ces se eeu see ne es ess 20 


The same rates were claimed for 1919. The Commissioner 
allowed the deductions. 
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In 1920 it claimed: 


Per cent 
Machinery and equipment...........c-eeee eee e teeters 15 
ISU bKIyeeg Aton Blows Mo GhOMeSBH SOS coun CeO Ceo paso 0 bbe 6 
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The taxpayer in 1917-1920 operated its plant to its maximum 
capacity. The Board overruled the Commissioner and allowed the 
higher 1920 rates for the years 1917-1919. 


Patents.— 

AmMorTIZATION.—Although some value may attach to a patented 
article after the patent has expired, it is generally conceded that it 
is well to amortize the entire cost of a patent over its legal life. The 
patent derives its value in great measure from the fact that it is a 
monopoly. The moment the monopoly ceases by the termination of 
patent rights, its value is seriously affected, if not entirely lost. If 
a patent has been leased, only the actual cost in fees, etc., should 
be treated as an asset. To capitalize a patent lease at a greater sum 
is as incorrect as to capitalize goodwill, although both are latent 
assets in every paying concern. 


SERVICE LIFE OF PATENTS.—While the vast majority of patents 
become valueless before their expiration, some few may have a value 
beyond their protected term. It may happen that the concern using 
the patent has built up such an organization that competitors cannot 
with profit enter the field after the patent has expired; or the 
organization may have acquired the goodwill of the purchasing public 
to such a degree that buyers come to it rather than to a competitor. 
In these and other ways the value of the patent may extend beyond 
its useful life. This is exceptional however, and cannot with con- 
servatism form the basis for estimating the service life of the average 
patent. 

The cost of a patent should be charged off as nearly as possible 
in proportion to its earning capacity. It is quite possible that the 
proper depreciation rate at the end of the first year may be 100 
per cent. 

The original life of a patent is seventeen years. Renewals are 
dependent upon the introduction of some essential novelty. 

For purposes of the income tax a company is entitled to deduct 
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as expenses the costs of litigation necessary to the defense of its 
title and interest in a patent. 

It may be that the process covered by the patent has become obso- 
lete or that the article made is not in demand or is salable at a price 
too low to justify its manufacture. Again, if a patent is purchased 
after part of its term has expired, the rate should be based upon the 
unexpired term only. 


LIFE OF PATENT OR TRADE-MARK IN FOREIGN COUNTRIES.°— 


CouNntTRY TERM OF PATENT TerM oF TRADE-MARK 

Great Britain.... 16 years. Extended from 14 years by act 14 years renewable 
of Parliament, 1919 
Birancel! 5 seedy 5, 10, or 15 years from filing of application I5 years renewable 
Germany........ 15 years from next day after filing Io years renewable 
IRUISSL Asc reieisigse 6 ai I5 years I to 10 years 
Ganadadsaeae «cn 18 years General unlimited; special 
25 years renewable 
Australia... ss. I4 years I4 years renewable 
IAUISET IE aetna I5 years ro years renewable 
Switzerland...... 1o years for chemical process 20 years renewable 
15 years from filing 

Sweden qaaetecete. 15 years from filing Io years renewable 
Denmark. sere. I5 years to years renewable 
United States.... 17 years 20 years renewable 


Patterns, drawings, models, designs, etc.—Unless patterns are 
likely to be used again in the near future, they should be carried in 
the inventory at the value of scrap metal, or written off entirely, 
in the case of wood patterns. Patterns made for special orders should 
be written off against the cost of that order, while those which are 
to be used on some more or less staple product should be depreciated 
rapidly. 

The difficulty which the auditor encounters in the proper valua- 
tion of such patterns as are successful is to persuade proprietors to 
accept valuations which are reasonably conservative. Where patterns 
are used for stock or regular output, their value depends upon their 
life and upon the probability of renewed use. Where they are ac- 
quired or made for special jobs, their residual value is small, and 
their life should be considered co-extensive with the life of the jobs 
themselves. In every case items such as these should be looked upon 
with suspicion, and convincing proof must be adduced before placing 
any material sum on their account as an asset. An auditor often 
meets with strong opposition in his efforts to reduce these items to 


‘United States Treasury Department, Cumulative Bulletin 3, 169; O.D. 721. 
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reasonable amounts, for they represent the skill and often the affec- 
tions of the proprietors, who dislike to see their value depreciated 
on the books. But the public demand is fickle, and patterns must be 
made to suit the changing taste. Even what appear to be standard 
patterns for stable businesses often change rapidly. Engineers make 
almost as many alterations in their “styles” as do milliners. When 
the demand ceases most of the old patterns should be scrapped. This 
rule applies to hardware designs as well as to patterns for women’s 
dresses. 

An analysis of the sales, showing articles made from specific 
patterns, is evidence that the patterns have a life beyond the year 
in which their cost was incurred. Such an analysis is particularly 
useful in those cases in which repeat orders are received sometimes 
several years after the original sale was made. Patterns used only 
rarely are often scrapped and new ones made as occasion requires. 
In such instances the drawing, and not the pattern, has the value. 

The charges against this account are usually cumulative, i.e., 
they follow the output almost automatically, thus indicating that most 
of the old patterns, etc., are obsolete or have been discarded. Usu- 
ally depreciation charges should equal the annual expenditures for 
new patterns, etc. Wherever feasible, the conservative course is to 
write down the book value to $1. 


Perpetual privilege. 


CONTRACT GRANTING PERPETUAL PRIVILEGE.—The U. S. Board of 
Tax Appeals has held ® that no allowance can be made for the ex- 
haustion of the cost of a contract granting a perpetual privilege to 
bottle or sell a particular product. 


Printing.—The depreciation of printing presses varies but at no 
time should less than 7% per cent be taken, with the exception of 
type, printers’ tools, electrotypes, plates, etc., on which from 10 to 
25 per cent should be applied annually. Some authorities recommend 
a rate as high as 25 per cent on type and electroplates. 


LitHocraAPHiING.—In Michigan Lithograph Co.’s Appeal (1 
B. T. A. 989) the taxpayer claimed depreciation rates as follows: 
prior to March 1, 1913, 7% per cent on machinery, 4 per cent on 
buildings ; 1913 to 1916, 10 per cent on machinery; 1917 to 1921, 16 


* Coca-Cola Bottling Company v. Commissioner, 6 B. T. A, 1333. 
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per cent on machinery; 1913 to 1921, 4 per cent on buildings and 
lithographing stones. Between 1913 and 1921, 75 per cent of the 
machinery was worn out and discarded or had become obsolete as a 
result of progress in the arts of printing and lithographing, and much 
of the additional equipment consisted of a new type of high-speed 
offset press. The Commissioner granted 7% per cent on machinery 
and 4 per cent on buildings and stones throughout. The Board over- 
ruled the Commissioner and allowed a composite rate of 10 per cent. 


Professions—Physician’s claims for depreciation—In New 
York a physician made the following claims for depreciation which 
were allowed: 


Per cent 

Residence, brick construction, on part occupied as offices...... 5 
IATUCOMO DIL EW. Resist Sepa eas te 3 cee Ors eae tee ence 20 
IBOOK Sire Rr eee ee erties (ia Aris se lees mio eal aed 20 
NS CEU CT TS meat ets Ne on Rami sea, ats 5 Sn. a sine robes sca 25 
@ilicest tnuibute- cpr sere e om sehr tronic coer tet crouse cae: = 20 
Country residence, wood construction, on part occupied as 

Officesjonly jare s ce icens cn pioie oetel ewer tals chase = hare O54 lor 10 


Publishers.—The “salable” life of certain books expires before 
the copyrights. In such cases the cost should be spread over the 
income earning period. The same principle has been applied to the 
motion picture industry. As a general rule, the cost of pictures is 
depreciated on the basis of 85 per cent for the first year, Io per cent 
for the second year and 5 per cent for the third year. A similar 
arrangement should probably be worked out for books where the 
earning capacity declines with time. 


Depreciation of railway roadway.—In a litigated income-tax 
case, the court held that no deduction for depreciation in value of 
the roadway of a railroad may be taken where, because of repairs, 
renewals and replacements, the roadway as a whole is as valuable 
at the end of the taxable year as at the beginning. (Nashville, Chat- 
tanooga and St. Louis Ry. Co. v. U. S., 269 Fed. 351; certiorari 
denied, 255 U. S. 569.) 


See comments on depreciation of railroads, page 687. 


Rubber tire industry.—In Swinehart’s Appeal (2 B. T. A. 223) 
the Board allowed the following rates; 
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Per cent 
Butldaness ete...) ates terckas Sasinins Onde emanate terre tetera Tete 2% 
IM eyelanhayeryehaYel (HOOIG oc ooh ecotonsaccandbonodnoesecub one ae 7 
IMfolestain dl COLES iorcascsio cielo Otel Sere Ae Ronn Le ke er uatencneee 15 
JELBhiaih yoeRS fehale add, qmOlRaSG heG Hd Cdince ook DcO0io COMI E oo ne 10 
AUIEOLETUCKS Wee PA nae dee fee ra Sania erm ene fatale nekeaciee 20 
Branch, equip ert pert yay tno ciatesceio ats ia eee dee were Mga hoe Icke Wf 


Ships.—Although the depreciation of ships is invariably great 
and must be the subject of allowance, it is difficult to determine a 
fixed rate. The amount of depreciation may be certified by an 
engineer. Unless there is some reason for doubting the correctness 
of his report, the auditor should accept his report. 


BRITISH PRACTICE.1°—1. The normal rates of allowance for de- 
preciation are as follows on the original cost price of the vessel plus 
subsequent capital expenditure: on steamers 4 per cent; on sailing 
vessels 3 per cent. 

Exceptional cases are dealt with specially by the commissioners 
concerned. 

2. Allowances are made year by year, until the total cost of the 
vessel, less the breaking up value (taken at the rate of 4 per cent 
in the case of steamers and 3 per cent in the case of sailing vessels), 
has been allowed. 

3. The net expenditure on the renewal of engines and boilers 
and the net cost of any structural improvements, such as the length- 
ening or strengthening of a ship, is not allowed as a deduction for 
income-tax purposes, but is added to the prime cost of the ship and 
depreciation allowed on the total amount. 

4. Where a vessel changes hands, allowances for wear and tear 
are granted to the new owner not exceeding the actual cost to him 
of the vessel (less breaking up value). 

The usual allowance for refrigerators or refrigerating machinery 
is understood to be 614 per cent on the prime cost; for oil tank 
steamers 5 per cent on prime cost. 


Rutes or Unirep States Treasury DEPARTMENT.—Prior to 
1920 satisfactory American rates applicable to this industry were not 
available. The rates claimed by ship-owners were far from uniform. 

Some of the United States Shipping Board vessels were operated 


* See Montgomery, Income Tax Procedure, 1920, page 733 et seq., and 
Murray and Carter, Income Tax Practice, pages 252 et seq., 503, 504. 
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under charters which gave the charterers the option to purchase the 
vessels. The initial cost of reconditioning, which was borne by the 
charterers, was applied on the purchase price, less depreciation at 
the rate of 714 per cent per annum. 

The following ruling allows 5 per cent: 


Ruiinc. .... It is probable that no rate of depreciation can be 
laid down which would apply to all companies operating ocean-going 
steamships. The following authorities fix a minimum 4 per cent rate of 
depreciation for vessels: Accountant, January 1, 1916; Economist, May 
16, 1914; Auditing, Theory and Practice, Montgomery (1916) ; Income 
Tax Procedure, Montgomery (1919 and 1920). By the Peninsular & 
Occidental Steamship Lines and the Royal Mail Steamship Packet Co. 
and by Accounting and Commissions, in the November issue of 1915, 
and by the Accountant in its issue of May 28, 1898, a 5 per cent rate is 
considered to be proper; by the Accountant of December 21, 1889, a 
rate of from 6 per cent to 7 per cent appears to be estimated as soundly 
based; and by the Philippine Islands Board of Public Utility Commis- 
sioners a proper rate of depreciation on steamships has been found to 
be 6% per cent. (Jn re Manila Railroad Co., P. U. R. 1915, ch. 711, 
; YA): 

In the light of the entire record, the Committee is of the opinion 
that the 5 per cent rate of depreciation claimed by the appellant is not 
excessive and should be allowed. .... (C. B. III-1, 159, A. R. R. 
4822.) 


BULK FREIGHT STEAMSHIPS—GREAT LAkes.—Three per cent is 
held to be a reasonable allowance for this class of vessel." 


Scows.—In Bartley Scow Co.’s Appeal (1 B. T. A. 1165) the 
Commissioner allowed and the Board found that 5 per cent is the 
correct rate for scows. 


STEAM SCHOONERS.—Depreciation of steam schooners engaged in 
the coastwise lumber trade was fixed at 5 per cent. (C. B. 3, 168; 
Ay alke 270) 


Tucpoats.—In Lockwood’s Appeal (4 B. T. A. 1269) the tax- 
payer claimed 10 per cent depreciation. The Commissioner granted 
5 per cent; the Board allowed 6 per cent. 


Shoe manufacturers.—In Conrad Shoe Co.’s Appeal (1 B. T. A. 
798) the taxpayer, a manufacturer of shoes the style of which 


uC, B. 2, 139; A. R. R. 27. See C. B. I-1, 161; A. R. R. 963, which 
modified A. R. R. 27 so as to permit more liberal obsolescence deductions. 
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changed slowly, depreciated an investment in dies, lasts, and patterns 
over the year 1919 and 1920. In 1920, he began the manufacture 
of style shoes (the patterns for which had a life of about ten days), 
and he deducted the investment in patterns, etc., for such shoes in 
1920 as an expense. The Commissioner held that the cost of the 
patterns, etc., not only for the style shoes but for the standard shoes 
should have been deducted as an expense. The Board upheld the 
taxpayer. 


Signs for advertising, etc——In When Clothing Co.’s Appeal (1 
B. T. A. 973) the taxpayer claimed depreciation of signs painted on 
buildings and metallic signs placed on walls, etc., at the rate of 15 
per cent per annum. The Commissioner granted 4 per cent. The 
Board overruled the Commissioner and said: 


We have found that this kind of equipment has a probable life in the 
absence of frequent repainting and repairs of not to exceed six years. 


Small tools——Small tools should be revalued periodically, thus 
fixing accurately the amount of depreciation. If this plan is fol- 
lowed for several years and a dependable rate is secured, it may be 
feasible to omit the revaluation for a year or two, applying the rate 
previously ascertained. For further discussion see page 752. 


Soap industry.—Depreciation in this industry is about the same 
as in chemical factories. 


Sprinkler system—When the sprinkler system is purchased 
under a conditional sales agreement, the portion of each instalment 
payment representing interest on deferred payments should be de- 
ducted as expense. Depreciation should also be deducted, at 5 per 
cent, on the full capital value represented by the present worth of 
the total instalment payments to be made. 


Stable equipment.—In Yost & Herrell’s Appeal (2 B. T. A. 
745) the Commissioner contended for Io per cent on stable equip- 
ment. The Board allowed 3314 per cent. 


Taxicabs.—The Treasury has conceded a rate of 1% cents per 
mile run as proper for taxicabs. Recent studies of a particular fleet 
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of cabs discloses in that case on actual depreciation of from 2.11 to 
2.14 cents a mile. The rate for taxicabs is stated in an American 
Institute Special Bulletin (September, 1921), to be 33% per cent 
per annum. 


Telephones.—The rate of depreciation necessary to establish an 
adequate allowance for a telephone plant is a topic frequently dis- 
cussed but, until quite recently, far from determination. Changes 
in the type of central office, station and outside plant equipment are 
frequent. The varying proportions of open wire and cable construc- 
tion, of copper and iron wire, of underground and aerial plant, of 
fireproof and semi-fireproof buildings as against frame construction, 
have a marked effect on any composite rate of depreciation properly 
applicable to the plant of any large operating telephone company con- 
sidered as a whole. The opinion of leading telephone engineers and 
accountants at the present time seems to be that a composite rate of 
about 5 per cent per annum, on the plant as a whole, should provide 
monthly charges to expense and consequent credits to allowance for 
depreciation which will prove to be adequate to cover depreciation 
as realized. It will be found that only in rare cases is the plant of a 
telephone company wholly new or wholly old. Additions, replace- 
ments and renewals are occurring constantly. It is, perhaps, fairly 
accurate to hold that the physical plant of a representative operating 
company at any point of time is, on an average, from 75 to 80 per 
cent new. Conversely stated, the ratio of total reserve to total value 
of plant on a conservative basis should not be less than 20 per cent 
and perhaps not less than 30 per cent. If the monthly credits for 
depreciation allowance do not maintain the account in about that 
ratio to plant, it is fair for the auditor to assume either that improper 
items have been charged against the allowance or that the credits to 
the account are inadequate. If the accrued allowance is high, the 
auditor may find that current expense has been loaded unduly; if it is 
low and the current depreciation rate is also low, it is possible 
that financial exigencies have led the directors to maintain income 
available for dividends at the expense of adequate provision for plant 
retirement. Before forming an opinion on this question the auditor 
should obtain and study any reports from the company’s plant en- 
gineers, plant superintendents and plant accountants which bear on 
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the matter, and ascertain whether the provision made for depreciation 
on the books of the company is in accord with the opinion of its 
own experts and the conclusions to be derived from the company’s 
past experience. He should likewise be familiar with the require- 
ments regarding depreciation of plant and equipment of telephone and 
steam railroad companies recently promulgated by the Interstate 
Commerce Commission. See page 687, Chapter 31. 


Textile industry—In the textile industry the depreciation of 
buildings is somewhat heavy owing to the vibration of the machines. 
The rate assigned to the machinery is often made high because of 
the likelihood of obsolescence and the introduction of new appliances. 
The average depreciation provides for about 3 per cent on the build- 
ing, if of fireproof brick construction, and 6 per cent on the 
machinery. 

There is a wide variance in practice as to the depreciation of tex- 
tile machinery. In some districts where machines, perhaps fifty years 
old, are giving good service today, the disposition is toward low rates. 
In this industry the continual renewal of many different parts of a 
loom serves to reduce the depreciation rate, Experience proves how- 
ever, that some of these old machines are “pets,” while more modern 
machines which have been worn out and replaced several times in 
the same period are forgotten. A writer in the Textile World Record 
suggested 334 per cent as a rate for cotton and woolen machinery, 
including spinning and weaving machinery. A large Boston firm of 
textile mill engineers uses these rates: 


Woolen and worsted machinery 
Cotton machinery 


Dyeing and similar machinery subjected to acid fumes, etc. .. 5 

A recent publication (Cost Control for Textile Mills, by Eugene 
Szepesi [1922] ) suggests somewhat higher rates than the foregoing. 
The rates recommended vary from 4 to 6%4 per cent for the various 
kinds of machines falling in the general categories of woolen and 
cotton mill machinery. 

In Hickory Spinning Co.’s Appeal (2 B. T. A. 439) the tax- 
payer, a manufacturer of cotton yarns, claimed the following rates 
of depreciation: 1917—5 per cent, 1918—12 per cent, plus 5 per 
cent for obsolescence, 1919—15 per cent, 1920—10 per cent. 
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Its revised claims and the rates allowed by the Commissioner 
were: 


Tax- Commis- 
payer’s — sioner’s 
rate rate 
Per cent Per cent 
Carainvand spinuninoimachineny meen cee Saenionee ee: 12 
IOCCTIC CUUIPMACH EAN eye ain keine Me) hci eae 15 
Stearmuboilerseemen she ee eA WANS, SUMNER RAT cae Seaeh: wit 1624 
LEXI pba ys pte Octo DEES ODI 6 ARE aeaT tn Oe eee ee eee eee 15 
piruckcran duscales: Waray eye th inti a oh ese eee 15 a 
PAITACOMCILION CLS tere M TR RE MN ote chine oie crete 15 
IDI CERO oo ata an 3.4.2 cbord Claiot old ome MN prea Anne Ps Ret nN RAO 10 
NMiccellancousteqttpment pre Mn ers a abies yicicisr i nt 12% 
TS evel ke Sy GoD Gb aye ee ml ts Suan gs Ute A Ol lO i a 3 3 
MIneHTO LECTION RSV GLIMMER EMM. Terctere sie crestere screeners ters > 10 10 
iReneinentyuil dings eee tren sda insAt ato sabacteroks hates 5 5 
(CHOCS AER OA ONRS GAEL IER GRUINES 5 0 cla.o ob bo Aa modo aDend bo ouED oe 10 10 


The mill was operated continuously for 120 hours per week, or about 
12 hours a night for 5 nights and a little more than 11 hours per day 
for 5%4 days. The Commissioner has allowed a deduction for deprecia- 
tion of 10 per cent on equipment on account of operating day and night. 
The taxpayer claims 1214 per cent on carding and spinning machinery, 
which is the bulk of the machinery, the average life of which, operating 
days only, is from 20 to 25 years. . . 

The boilers used in the factory could not maintain the necessary 
pressure and were condemned and replaced and the belting had a useful 
life of not to exceed six years and has been frequently replaced, no part 
cf the original belting being now in the plant. 


There was heavy vibration from passing trains and labor condi- 
tions were unsatisfactory. 

The Board upheld the Commissioner on all rates except boilers 
and belting as to which the taxpayer’s claims were allowed. 

In another cotton mill, Hampton Cotton Mills’ Appeal (2 B. T. A. 
440) the taxpayer prior to 1917 deducted about I per cent per 
annum. The Commissioner allowed 2% per cent. As the machinery 
was then used, a life of 40 years seemed reasonable. Commencing 
in 1917 the Commissioner allowed 4 per cent although the Commis- 
sioner and the taxpayer agreed that the depreciation subsequent to 
1916 was 3 times as great as prior. The Board allowed a composite 
rate of 6% per cent for machinery and buildings for the years sub- 
sequent to 1916. It was shown that in 1917, taxpayers lost most of 
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their good employees and started to use inferior cotton. Both factors 
increased actual depreciation. 


Tools, jigs, dies, etc.—As a rule the practice of depreciating 
small tools by means of a percentage cannot be followed satisfactorily. 
So many such tools are used up, lost, or stolen, that an inventory 
should be made periodically and all the tools on hand should then 
be revalued. If this plan is followed for several years and a trust- 
worthy rate of depreciation is secured, it may be feasible to omit the 
revaluation for a year or two, applying the rate previously ascer- 
tained. The tax commissioner of one of the states has adopted rates 
varying from 25 to 50 per cent or, as an alternative, the entire cost 
of replacements. 

In Muda’s Appeal (3 B. T. A. 629) the Board allowed 3314 per 
cent on small tools. 

In Pierce-Arrow’s Appeal (2 B. T. A. 396) the taxpayer made 
3 divisions : 


1. Tools having a life of less than one year, 

2. Tools having a life of less than two years, 

3. Tools, jigs, fixtures, etc., having a life of 314 years, and 
deducted depreciation accordingly. The Commissioner dis- 
allowed about one-half of the claim. The Board over- 
ruled the Commissioner. 


In many manufacturing concerns the item of tools, jigs, dies, etc., 
not standard equipment, is a large one and the tendency is to over- 
value it. Heavy depreciation should be applied, because most of 
such equipment is made or adapted for special uses, and the inevi- 
table changes in types and styles of production require corresponding 
changes in the tools. As stated heretofore, under “Patterns, draw- 
ings, models, designs, etc.,” (see page 743) the book value should 
be written down very rapidly. The minimum rate should not be less 
than 20 per cent. 

Edward N. Hurley, former chairman of the Federal Trade Com- 
mission, urges that special tools be charged off practically at once, 
and states that the neglect to depreciate this account rapidly enough 
has been responsible for many failures.1? 


* Address before American Iron and Steel Institute May 26, 1016. 
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Typewriters.—In the average office the life of a good typewriter, 
if properly cared for, is from three to five years. In some offices 
the machines are turned in and new ones purchased every two or 
three years. Such typewriters are repaired and resold, and are used 
several years more by those who buy them second-hand. Repairs are 
not profitable after the machines have been used from six to eight 
years. An annual depreciation rate of 20 per cent is conservative 
and reasonable. 


Wagons, automobiles, etc.—For wagons, from 8 to Io per cent 
per annum is an ample allowance, provided that all repairs, renewals 
of parts, and maintenance are charged to operating expenses. 

As with wagons, most parts of automobiles can be replaced. 
Under ordinary conditions the rate of depreciation on automobiles 
should be fixed at from 20 to 25 per cent per annum. The most 
expensive parts, such as tires, motors, and bodies, are easily replaced, 
and, if charged to operating, leave unprovided for only accrued de- 
preciation and obsolescence. 


Wood-working industry.—On buildings and equipment in the 
wood-working industry the depreciation is low—about 2 or 3 per 
cent on buildings and 6 per cent on equipment. 
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The professional auditor should be thoroughly conversant with 
the various methods of computing interest. There is a remarkable 
lack of uniformity among business houses, and even banks, on the 
subject. The auditor who verifies interest collections or interest pay- 
ments feels relieved if his own computations agree within a few 
dollars with the amount received or paid and lets it go at that. 

As the “few dollars” multiplied a number of times may aggregate 
a considerable sum, it is important that the auditor familiarize himself 
with, and require his assistants to learn, the laws and customs gov- 
erning interest, so that when a test is made it will be done intelli- 
gently, and if the amount received is insufficient or the amount paid 
is excessive, a report may be made on it with confidence that the 
correctness of it cannot be criticized. 

The three factors entering into the computation of interest are 
principal, rate, and time. 


Principal.—Principal is the amount on which interest is com- 
puted. Although the term principal usually implies the amount 
which is borrowed and upon which the interest is paid, there are 
instances where this does not hold. Hence it is customary to consider 
principal of two kinds—actual and fictitious. The former is more 
frequently met in most business transactions. In bank discount, the 
interest or discount is computed on the amount of the note. For 
example, the bank discount on a note for $1,000 payable in one year 
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at 6 per cent is $60, and the proceeds paid to the customer is $940. 
It will be noted that here the customer has the use of only $940 for 
one year, and yet he pays interest for the use of $1,000 for one year. 
The actual principal on which interest should be chargeable is only 
$940. The fictitious principal, on which interest actually is charged, 
is $1,000. The true principal in such case is found by the following 
proposition : 


TOO, TOs: 51,0008. 
which gives a present value of $943.40 for X 


In spite of the foregoing facts, it is well settled by universal 
usage that this system of bank discount will be permitted by the 
courts, even though it actually effectuates usury. 

The right is expressly given to national banks by United States 
Revised Statutes, Section 5197, now Section 5197 of the United 
States Compiled Statutes. 

The right is also given to New York banks by Section 114 of the 
Banking Law of that state. 

But the practice of anticipating the interest in this fashion has 
been held not to authorize the charging of interest on the antici- 
pated interest in case such interest is not paid at the date of the 
execution of the note. 

In the case of First National Bank v. Davis,1 a note was given 
for $8,000 at one year at Io per cent. It was renewed at maturity. 
The renewal note, instead of being for $8,800, was for $8,880, made 
up as follows: $8,000 principal, $800 anticipated interest, and, since 
the bank did not receive the $800 anticipated interest on the date of 
execution of the renewal, but merely took the debtor’s promise to 
pay the $800 at one year, the bank added Io per cent of this $800 
(or $80) to the face of the renewal note, making it total $8,880, as 
stated. The court held this to be usury. 


PARTIAL PAYMENTS.—When payments are made on an old ac- 
count which is drawing interest, care must be taken to see whether 
such payments are made in accordance with the “Merchants’ rule” or 
the “United States rule.” The former gives the results more rapidly 
but the latter is more accurate. Following the “Merchants’ rule” 
interest is computed upon the total indebtedness from the date of 


1108 Ill. 633. 
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inception to the date of maturity, and the interest earned from the 
date each partial payment is made to the date of maturity of the 
debt is deducted therefrom. The “United States rule,’ which receives 
its name from the fact that it bears the approval of the United States 
Supreme Court, applies each instalment against the interest due at 
the date when the partial payment is made, and the balance of the 
instalment is then applied to reduce the principal. Interest is always 
computed upon the reduced principal. 

The latter rule is more frequently used although legally there is 
nothing objectionable in the use of the Merchants’ rule. 


Classes of interest.—Interest is of two kinds—simple and com- 
pound. When interest is directly proportionate to the time, we have 
simple interest. It is always computed on the original principal. 
When the principal is increased by the interest, thus arriving at a 
new principal periodically, the interest upon the augmented principal 
becomes compound interest. 

It has been held that interest may be added to, and become a part 
of, principal at stated times and under certain conditions, and the 
question of whether or not this is permissible sometimes determines 
whether or not the transaction is usurious or otherwise. This is a 
point upon which an auditor is frequently required to pass. 

Loan accounts and book accounts between interrelated enterprises 
sometimes run along for years without a final settlement. When a 
statement is desired upon which a settlement may be based, there is 
always a temptation to state the transactions in as short rest or periods 
as possible, the interest being calculated and included in each balance 
carried forward. This results in compounding the interest, and is 
illegal and should not be approved by the auditor. 

It may be a hardship to the lender, because compound interest 
would be legal and proper in such a case if the accounts had been 
written up properly at the time, interest actually entered in the 
books, and statements prepared therefrom and submitted to the 
borrower or debtor. If not objected to at the time or within a reas- 
onable time thereafter, the transaction has the legal effect of an ac- 
count stated, and each new starting balance, although including 


interest calculated at shorter intervals than a year, being acquiesced 
in, is binding. 
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In the absence of special custom or agreement, however, interest 
should not be compounded. 


Rate of interest——The rate of interest rarely or never admits 
of dispute except in those cases where a note, contract, bond, or other 
obligation is made in one jurisdiction, to be paid or performed in 
another jurisdiction without specifying the rate of interest, and the 
legal rate of interest in the two jurisdictions is different. Then the 
question sometimes arises whether the rate at the place of making the 
note or the rate at the place of payment is to govern. 

A similar question arises when one rate of interest is the legal 
rate at the time of making the note, contract, or bond, and another 
legal rate is in force when the obligation falls due. 

In the absence of an intention to the contrary shown by express 
stipulation or otherwise, the rate of interest is to be regulated by 
the law as it existed at the time and place of making the contract, 
and not by the law existing when the debt falls due or when the 
remedy is sought.? 

It is well settled, however, that the parties may contract for the 
legal rate in either place and the contract will govern. 


Time.—The time for which interest is to run gives rise to a 
wide diversity of practice. 

There is an underlying principle which is of very general, although 
not of absolutely universal application, that if the first day of the 
interest period is included in the computation, then the last day shall 
be excluded; and if the first day is excluded, then the last day is 
included. The parties can, if they wish, contract otherwise.? 


CuSTOM IN BANKS AND TRUST COMPANIES.—Banks sometimes 
charge interest by counting both the first and last days when the 
interest is payable to themselves. This custom will not override the 
common law rule unless the parties expressly agree to it. The bank 
that figures time thus at the full legal rate of interest in the state of 
Vermont is guilty of usury, but not corrupt usury.4| The bank that 


S Gave 3 tO, 
*See Blanchard v. Hilliard, 11 Mass. 85. 
“Bank of Burlington v. Durkee, 1 Vt. 399. 
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does this same thing in the state of Virginia is not guilty of usury 
at all.° 

In the Crump case, last cited, the court even held that it was 
proper for the bank to charge interest not only on the first and last 
day of the original note, but also on the first and last day of succes- 
sive renewal notes, the result being that the bank received double 
interest on every day that a renewal was executed. Many banks 
follow that custom, although some banks are content with charging 
the first and last day on the original note, and not on the renewal note. 

The legal fiction of the common law was that a day is indivisible, 
and therefore even if a customer receives his discount money just 
before closing on the date of his note, and pays it immediately after 
opening on the date of maturity, he still, in strict contemplation of 
law, has had the use of that money all of both the terminal days, and 
on that fiction the decision in the Crump case was undoubtedly sound 
law. Whether it was equitable or not is another question. 


WHEN INTEREST IS PAID.—Where banks, however, have to pay 
interest, instead of receive it, they apply a widely different rule. 

I. Quite generally they credit interest on deposits only the day 
after deposit, on the theory that most deposits are made by check and 
it takes one day on an average to collect through the clearing house. 

2. Some banks provide that deposits made between the second 
and the fifteenth of the month shall draw interest from the fifteenth; 
and that deposits made between the sixteenth and the first of the 
following month shall draw interest from.the latter date. 

Assuming a uniform volume of deposits for each day of the 
month, this arrangement is advantageous to the bank as against its 
depositors in the ratio of 2 to I. 

3. Savings banks quite generally provide that deposits made 
between the first and fifth day of the month shall draw interest from 
the first, while deposits made after the fifth shall draw interest from 
the first day of the following month. 

Assuming a uniform volume of deposits for each day of the 
month, this arrangement is to the advantage of the bank as against 
its depositors in the ratio of 5 to 1. 


4. Some banks allow interest on savings accounts only by full 
calendar months. 


°Crump v. Trytitle, 5 Leigh 251 (Court of Appeals of Virginia, 1834). 
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5. Some banks provide that if the depositor makes a withdrawal 
during any semiannual interest period, he thereby loses all interest 
which may have accrued thereon since the last interest date. While 
this rule works largely to the profit of the banks and to the loss of 
the depositors, the banks, of course, advance reasons for the prac- 
tice, which are not without merit in most cases. 


IGNORANCE OF CUSTOMERS.—As to how far an auditor may wish 
to criticize these rules is a question for individual determination. 
The fact is, however, that most business men know nothing about 
the customs with respect to interest. They can negotiate for a low 
rate of interest on loans or a high rate on deposits, but they do not 
know that their bank may have established arbitrary interest rules 
which yield them a greater profit than other banks exact. It may 
therefore be proper for the auditor to examine into the whole matter 
and report thereon to the client. 


CUSTOM AMONG BUSINESS HOUSES.—Business concerns as a rule 
count only the first or last day, but not both, when they figure interest. 


CUSTOM AMONG STOCK-BROKERS.—Stock-brokers settle purchases 
the day following the sale, and they debit the customer’s account on 
the day of settlement. In charging monthly interest to the customer, 
the broker includes both the day of settlement and the last day of 
the month. The broker justifies this by showing that he, in turn, is 
compelled to pay interest on his loan to the bank in like manner by 
including both the terminal days of the period in his calculation. 

The stock-broker, by rendering accounts monthly and computing 
interest for the same period, compounds the interest monthly. 


New York CLEARING House.—In its official announcements, the 
New York Clearing House includes the first day and excludes the 
last day. 


New York Stock EXCHANGE PRACTICE.—The New York Stock 
Exchange regulations require that: 

Interest on bonds shall be computed for the number of months 
and days elapsed from the last previous coupon date to date of deliv- 
ery, but not including both the coupon date and the date of delivery. 
The computation shall be based on a table counting three hundred 
and sixty (360) days to the year. 
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Every calendar month is 1/12 of 360 days—3o days. 
Every period from a date in one month to the same date in the 
following month is 30 days. 
- To all bond quotations add accrued interest, excepting bonds in 
default and income bonds, both of these classes of bonds being 
sold “flat.” 


In settlement of contracts in interest-paying bonds the “interest” 
shall be computed to the day of maturity of contract on regular sales or 
on sales at three days, at the rate specified in the bond; and on time option 
contracts, interest specified in the bond shall be computed to include the 
day of sale, and thereafter at the rate of interest agreed upon. 

Registered bonds will not sell ex-interest on the day the books close 
for payment of interest. In settlement of contracts in interest-paying 
registered bonds, interest must be added to the date of the maturity of 
contract, and a due bill, signed by the party in whose name the bond 
stands for the full amount of the interest to be paid by the company, must 
accompany the bond until interest is paid; the due bill issued by a non- 
member must be paid when due by the Exchange member or firm guar- 
anteeing it. 


Tue Treasury DEPARTMENT OF THE UNITED StTatTEes.—In the 
Treasury Department it is provided that: “Only one of the two 
days of date and due date of an obligation is taken into account in 
stating the time for which interest is to be calculated.” 


The unit period.—Interest, either expressly or impliedly, is at 
such a rate “per annum.” 

Where the interest runs for one month, quarterly, or semiannu- 
ally, the proportion is one-twelfth, one-fourth, or one-half of a year. 

A month is held to be one-twelfth of the year, no matter whether 
the month has twenty-eight, twenty-nine, thirty, or thirty-one 
days. 

Both of the foregoing rules are in force universally and are 
sanctioned by the rules of the United States Treasury Department. 

When the interest runs, however, for so many days, there is a 
sharp diversity of opinion as to whether a calendar year of 365 days 
(366 days for a leap year) or an artificial year of 360 days is the 
proper unit of calculation. 

The New York Clearing House calculates interest on the basis 
of 360 days to a year. For instance, the interest on $1,000 from 
April 11, 1927, to June 22, 1927, at 4 per cent per annum is of- 
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- ficially calculated as $7.89. This represented 71 days on a 360- 
day-to-the-year basis. 

It has also been held by the courts that the artificial year of 
360 days is a proper basis.® 

But the better rule, at least in modern times, would seem to be 
that the calendar year of 365 days is the proper basis. 

N. Y. Firemen Ins. Co. v. Ely” held that taking interest on the 
basis of 360 days to the year was usury. 

Chapter 148 of the Acts of Massachusetts of 1909, approved 
March 6, 1909, entitled “An Act Relative to the Computation of 
Interest on Bonds and Notes in Dealings with the Commonwealth,” 
makes the year of 365 days the standard for all loans to or by the 
commonwealth. 


New Yorx Law.—After many vicissitudes, the state of New 
York now has in force the following: § 


The term year in a statute, contract, or any public or private instru- 
ment, means 365 days, but the added day of a leap year and the day im- 
mediately preceding shall for the purpose of such computation, be counted 
as one day .. . the term year means twelve months, the term half year, 
six months, and the term quarter of a year, three months. 


Rutes oF UNITED STATES TREASURY.—The rules of the Treas- 
ury Department of the United States are as follows: 


In calculating interest for a fractional period, the time is the true 
fraction of that period. For an annual rate, the time is the exact number 
of days for which the interest runs divided by the number of days in the 
year, 365 or 366; for a semiannual or quarterly period, it is the number of 
days for which the interest runs divided by the number of days in the 
particular half year or quarter year. 

Unless the unit period is a month, the month does not enter into 
interest computations, only days and the full unit period being considered. 


Bonps AND MORTGAGES.—The rule just enunicated is somewhat 
at variance with the rule generally obtaining on bonds or mortgages 
on which the interest accrues regularly, as for example, quarterly 
or semiannually. There, when interest is computed for a part of 

° State Bank of North Carolina v. Cowan, 8 Leigh 238 (Court of Appeals 
of Virginia, 1837). 


72 Cowen 678 (Supreme Court of New York, 1824). 
® Sec. 58 of the General Construction Law of New York. 
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such quarterly or semiannual period, it is the usual custom to state 
the time in months and days rather than entirely in days. In such 
a calculation the number of full months from the initial date to 
the same numbered day of the month next preceding the final date 
should first be ascertained, and then the odd days to the final date. 

When we figure these odd days, there are three ways of making 
the computation. 


1. They may be taken as so many thirtieths of a month (on 
the 360-day basis). 

2. They may be taken as so many twenty-eighths, twenty- 
ninths, thirtieths, or thirty-firsts, according to the month 
in which they fall. 

3. They may be taken as so many three hundred and sixty- 
fifths of a year. 


The foregoing discussion does not cover the subject of interest 
exhaustively, but the author hopes that the customs and decisions 
reviewed will enable a student or practitioner to substantiate any 
criticisms which he may think proper to make during the progress 
of an audit. 
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It may be thought that the duties and responsibilities of an 
auditor are onerous enough without suggesting that he is charged 
with reviewing the acts of the directors of a corporation in addition 
to those of its officers and clerks. The additional burden, however, 
is not as great as it may seem, because in most instances verifying 
the authority of officers brings the auditor in contact with those acts 
of the board of directors which should be reviewed. 


Compensation of directors.—Directors usually receive an at- 
tendance fee for meetings at which they are present, ranging from 
$5 to $50, and so long as there is nothing in the by-laws to prevent, 
the auditor can accept a resolution which has been regularly adopted 
as authority for it. The minutes should record the names of all 
directors present at each meeting, which serves as a check on the 
amount disbursed for this purpose. Compensation in excess of the 
attendance fee is rarely paid to a director who is not an officer. 

If any sum is voted to one or more directors, the auditor should 
ascertain whether the by-laws permit the payment, and whether the 
action was taken at a full board meeting or whether any were 
absent who might have objected. If any director who is benefited 
votes for the resolution, or if his presence is necessary to make a 
quorum, the action is voidable and may be attacked. All such 
transactions should be reported to and ratified by the annual meet- 
ing of stockholders. If no such action has been taken by the stock- 
holders, the auditor should mention the fact in his report. 

In close corporations it has been held by the courts that officers 
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are not entitled to compensation simply because they occupy office 
and perform the duties incident thereto. Their salaries should be 
fixed before election as directors, if possible. If this is not feasible, 
the amounts paid to the directors in compensation for their services 
should be reported to the annual meeting and be formally approved 
by the stockholders. 

The Supreme Court of Ohio has held+ that resolutions fixing 
salaries and extra compensation of officers, adopted by aid of the 
vote of the interested directors, are illegal and not sufficient ground 
upon which to base an action by the officer seeking to recover such 
extra compensation, after having voted in favor of the resolution. 

As a practical matter, where the officers and directors own all 
or nearly all of the stock and are acting in good faith, it is not nec- 
essary to report salaries or other matters of detail to the stockholders’ 
meeting. 


Special negotiations by directors.—While directors may act in 
their official capacity only by vote at meetings of a quorum, the 
auditor may find, in reading the minutes of the proceedings of the 
board of directors or of an executive or other committee, that one 
or more directors have been intrusted with negotiations to pur- 
chase property or with similar commissions. In such cases the 
auditor should verify the transactions in the usual way and ascer- 
tain whether they conform to the authority given. 


Directors’ dealings with company.—lIf a director receives no 
compensation, except perhaps a small attendance fee, the warning 
as to participation in meetings is not so pertinent, but it frequently 
happens that directors are interested in contracts and other trans- 
actions which are authorized or arranged at meetings in which they 
participate. 

If the auditor discovers this state of affairs and is convinced of 
the bona fides of the transactions, he need not criticize, but he can 
point out any divergence from the law, state a proper procedure, 
and suggest that at the next meeting of stockholders all such ir- 
regular or questionable acts of directors be ratified. 

Under ordinary circumstances a director is held responsible for 
good faith only, but if the minutes are not full and clear and at some 


1 Briggs v. Gilbert Grocery Co., 156 N. E. 494. 
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distant day a dissatisfied stockholder or creditor looks for unlawful 
and unauthorized transactions, the director may find himself in- 
volved in annoying, if not expensive, litigation. 

In one case the directors in the name of the corporation published 
a libel on one of their number, the treasurer (Hill). The latter 
sued the corporation and recovered a substantial sum. He sued the 
directors individually and recovered damages from them. Then 
the corporation sued the directors due to losses it suffered through 
the misconduct of the defendants. The court ruled that the direc- 
tors were liable.? 


Liability for debts.—Section 23 of the Illinois Corporation Act 
provides : 


The directors shall jointly and severally be liable for the debts and 
contracts of the corporation in the following cases: 

(1) For assenting to an indebtedness in excess of the amount of the 
capital of the corporation, to the amount of such excess; 

(2) For declaring or assenting to a dividend if the corporation is, 
or is thereby, rendered insolvent, or its capital is thereby impaired, to the 
extent of such dividend; 

(3) For debts contracted between the time of making or assenting 
to a loan to a stockholder or director and the time of its repayment, to the 
extent of such loan 

For the purpose of this section the capital of the corporation shall 
be considered as the aggregate amount paid in on its shares of capital 
stock issued and outstanding. 

Unless a director was absent from the meeting at which such dividend 
was declared or loan made, or unless dissent therefrom shall be entered 
on the corporate records, he shall be conclusively presumed to have as- 
sented thereto. 


It has been held that where notes of the corporation created a 
debt in excess of its capital stock the directors were personally 
liable as sureties even though as directors they did not sign the 
notes.® 


Many directors do not know of the personal liability imposed 
upon them by law for debts of the corporation under certain con- 
ditions. The auditor should acquaint himself on this and other 
points so as to be able to make helpful suggestions. 


2 Hill et al. v. Murphy et al., 98 N. E. (Mass.) 781. 
® Slater v. Taylor, 146 Ill. App. 97. 
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Improper dividends.—The auditor’s consideration of the pos- 
sible liabilities of directors need not extend beyond matters related 
to the accounts, but, whenever accounting questions are involved, 
the auditor’s familiarity with them should be unquestioned. 

It is undoubtedly the duty of a professional auditor to warn the 
directors against the payment of unearned dividends. If it ap- 
pears that his suggestion is unheeded it may be that he has fully 
discharged his duty, but in view of possible subsequent develop- 
ments the auditor should seek legal advice in order to be sure that 
his own position is unassailable. The report and certificate will, 
of course, set forth his position fully. 

Successful business men might look with more favor upon di- 
rectorships if they were sure that affairs of the corporation would 
have the periodical supervision of auditors who seek to broaden, 
rather than to narrow, their responsibilities. 


AMERICAN MALTING CASE.—Several rulings in the so-called 
American Malting case* decided in New York in 1904, are still of 
sufficient interest to be presented. In that case it was held that, 
under the New York statute, recovery may be had from the direc- 
tors of a foreign corporation of dividends unauthorized by the laws 
under which such corporation is organized. 

The American Malting Company was incorporated in New 
Jersey. Its executive offices were in the City of New York. Re- 
covery was allowed against a director in New York for the viola- 
tion of a New Jersey statute providing that dividends should be 
paid only out of “surplus or net profits.” In construing the New 
Jersey statute the New York court held, among other things, that: 


Contracts, entered into by a corporation, for future deliveries of a 
product not yet made by it, from raw material not yet purchased, cannot 
be taken as assets in figuring said surplus or net profits. Dividends can- 
not be made on a mere hope or expectation of profits. 

Where raw material is bought by weight and after manufacture is 
increased in weight and value, the corporation is entitled to treat it as an 
asset at its increased value. 

A director, sued for unauthorized dividends, cannot be credited with 
the profits which subsequently accrued under a change of management. 

A director is not liable for commissions, paid on the sale of bonds of 
a corporation which had made unauthorized dividends, in the absence of 


*o2 N. Y. S. 70; 45 Misc. Rep. 484. 


Ch. 34] THE LIABILITIES OF DIRECTORS 767 


proof of fraud and conspiracy for the defendant’s personal benefit; such 
loss is included in the loss caused by the illegal dividends which defendant 
must pay. 


It was also held in the American Malting case that: 


A director, who is not present when an unauthorized dividend is de- 
clared, is not liable under the statute, even though he is present at a sub- 
sequent meeting when the minutes of the former meeting are ratified. 


That holding was based upon the theory that the action at the 
subsequent meeting is only the authentication of the proof of what 
had happened at the previous meeting. 

However, in a later case® decided in 1924, it was held that the 
subsequent ratification by all the directors of the declaration and 
payment of a dividend out of capital was sufficient to bind a direc- 
tor who was not present at the time the dividend was voted, and 
such director is liable to a creditor. This is purely a legal ques- 
tion which it is not necessary for the auditor to decide, but his re- 
port should set forth facts relating to it. 


Criminal liability.—In a few states it appears that, in addition 
to the civil liability for the unauthorized declaration and payment 
of dividends, directors are criminally liable for such acts, the pen- 
alty consisting of a fine or imprisonment or both. The law of South 
Carolina provides for a fine and imprisonment, but does not impose 
a civil liability. 


Director’s right to inspect books.—It is not generally known 
that a director has an absolute right to inspect the books and papers 
of a corporation of which he is a director. There are a great many 
men ‘vho represent minority interests on a board and who are almost 
totally ignored in the management of the company. Information 
with respect to finances or earnings is rarely furnished to them, and 
is then handed out as if there were no obligation to do so. 

Auditors are frequently consulted by directors who state that 
they have tried to secure information without success. The audi- 
tor should advise them that their legal right to full access to the 
books is unquestioned, and that they may be accompanied by a pro- 
fessional auditor if they require assistance. Directors are charged 


° City Investing Co. v. Gerken, 202 N. Y. S. 41. 
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with a knowledge of what is going on, and if they fail to keep 
informed, they may be held jointly responsible for the acts of others. 
In all cases, therefore, in which they have any doubt as to what is 
going on, it is nothing more than simple business prudence to em- 
ploy an auditor who will ascertain exact conditions. 

If he feels justified, the auditor should report to members of 
the board of directors individually, and it is not improper for him 
so to word his report as to invite personal conferences with any or 
all of them. 

A director has a right to inspect all of the books and papers of 
a company. This includes the auditor’s report, and if an auditor 
has reason to believe that any director does not receive his report, 
he should investigate and at least ascertain whether the director is 
knowingly ignorant or whether he is kept in ignorance of the ex- 
istence of the auditor’s report because the officers or his colleagues 
have something to conceal. 


RULINGS cITED.—The director’s right to examine the books of 
a corporation and the extent to which he may be assisted by public 
accountants, is brought out in quotations from the rulings which 
follow: 


A director of a domestic corporation doing business in the city of 
New York is entitled, as a matter of law, to a peremptory writ of man- 
damus requiring the president and treasurer of such corporation to exhibit 
to him the books and papers of the corporation for examination by him- 
self, alone or with the aid of a competent and proper person employed by 
him and approved by the court. 

An order granting such an application which allows the director, his 
attorney, accountant and assistants, without limitation in number, to 
examine the books, and permits the examination to range over a period of 
three months, is too broad in its scope, where it does not appear that 
more than one accountant will be required or that the examination will 
take three months. 

Such an order should be modified by allowing the examination and the 
inspection to be made by the director and one accountant, and the period 
within which the examination should be made should be limited to four 
weeks with a provision allowing an application to the court for an exten- 
sion of the time in case of necessity.° 

.. . the right of a director to such inspection is absolute, being neces- 
sary to enable him to perform the duties of his office. To enable a director 


° People ex rel. McInnes v. Columbia Bag Co., 103 App. Div. (CN. Y.) 208. 
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to secure such inspection he need only show that he is a director and has 
demanded permission to examine the books and has been refused.” 


RIGHT OF INSPECTION IS PERSONAL.—Although the director’s 
right to examine the books of the corporation is absolute, he may 
not delegate the right to another ; and his right of inspection is ma- 
terially altered after a voluntary dissolution. 


Although a director of a corporation may be aided by an accountant 
or an attorney in making an inspection and examination of the corporate 
books, where its accounts are intricate and complicated, he cannot entirely 
delegate this duty to professional accountants. 

Hence, the mere fact that a corporation has closed its town office and 
_ removed its books to another office about twenty miles distant, does not 
authorize a director to delegate his official right and duty, as such, to an 
audit company, and to subject the corporate books to an unlimited ex- 
amination by such company’s employees.° 

Granting that ordinarily “the duty of a director is to direct,” his 
obligations are materially modified after a voluntary dissolution. He 
then is required to exercise only such power as is incidental to “paying, 
satisfying and discharging any existing debts or obligations, collecting 
and distributing its assets and doing all other acts required in order to 
adjust and wind up its business and affairs.” ° 


Also, it has been held: 


Manifestly improper to allow relator (a director) to bring with him 
the representatives of rivals of the defendant in the same line of busi- 
ness, whose inspection of the books could easily be made the means of 
acquiring information that might be used to impair defendant’s business.” 


DIRECTOR'S DUTY TO KNOW accouNTSs.—Tersely stated, “the 
duty of a director is to direct.” The law holds him responsible for 
knowing the facts concerning the company’s condition and prop- 
erty. In some cases it has been held that his responsibility in this 
respect is absolute. Consequently, if he has any doubt as to the 
correctness of financial reports, he should not hesitate to exercise 
his right to inspect the books. Indeed, in such circumstances, in- 
spection of the books may become a duty. 

It is only reasonable, however, with the magnitude of modern 

7 People ex rel. Leach v. Central Fish Co., 117 App. Div. (N. Y.) 77. 


® People ex rel. Bartels v. Borgstede, as President of the Ferncliff Cemetery 
Assn., etc., 169 App. Div. (N. Y.) 421. 

® People ex rel. Bellman v. Standard Match Co., 202 N. Y. S. 840, 841. 

” People ex rel. Poleti v. Poleti, Cody & Rebecchi, Inc., 184 N. Y. S. 
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business and the labor and complications involved in acquiring such 
knowledge for himself; that a director should be allowed to rely 
upon the reports of reputable auditors. The State of Ohio has 
provided for this in its General Corporation Act approved March 
8, 1927. 

Section 124 of that Act provides first, that: “The directors 
of a corporation shall not pay dividends or withdraw or distribute 
any part of its stated capital except as provided in this act.”’ In case 
of “any wilful or negligent violations” of the above provision, the 
directors are made “jointly and severally liable to the corporation 
at any time within two years after each such violation for the full 
amount of any loss sustained by such corporation by reason of any 
such dividend, withdrawal or distribution.” Directors who were 
not present when the action was taken or who caused their dissent 
to be entered on the minutes are expressly relieved from such lia- 
bility. The section then provides: 


A director shall not be held to have been negligent within the mean- 
ing of this section, if he relied and acted in good faith upon a balance- 
sheet and profit and loss statement of the corporation and a statement of 
the computation of the surplus available for dividends represented to 
him to be correct by the officer of the corporation having charge of or 
supervision over its accounts, or certified to be correct by a public ac- 
countant or firm of public accountants of good reputation and if he caused 
such balance-sheet and statements to be entered on the books of account 
or record of the corporation. 


APPENDIX A 


APPROVED METHODS FOR THE PREPARATION OF 
BALANCE-SHEET STATEMENTS 


A Tentative Proposal Submitted by the Federal Reserve Board, 

Washington, for the Consideration of Banks, Bankers, and Banking 

Associations; of Manufacturers, Auditors, Accountants, and Asso- 
ciations of Accountants 


(Reprinted from the Federal Reserve Bulletin, April 1917 *) 


INTRODUCTION 


‘rhrough the courtesy of the Federal Trade Commission the Federal 
Reserve Board has been enabled to take advantage of a large amount of 
information and data which the Trade Commission acquired in connection 
with the study of the statements made by merchants, manufacturers, etc., 
as showing the condition of their business. Because this matter was 
clearly of importance to banks and bankers, and especially to the Federal 
Reserve Banks which might be asked to rediscount commercial paper 
based on borrowers’ statements, the Federal Reserve Board has taken an 
active interest in the consideration of the suggestions which have devel- 
oped as a result of the Trade Commission’s investigation, and now submits 
in the form of a tentative statement certain proposals in regard to sug- 
gested standard forms of statements for merchants and manufacturers. 

The problem naturally subdivides itself into two parts: 

(1) The improvement in standardization of the forms of statements. 

(2) The adoption of methods which will insure greater care in com- 
piling the statements and the proper verification thereof. 

In recent years bankers, through their associations and otherwise, 
have made rapid progress in the direction of more uniform and complete 
forms of statements. Much has also been accomplished in the improve- 
ment of the quality of the statements rendered and in securing statements 
which do not depend for their accuracy on the borrower’s statement alone 
but are verified to a greater or less extent by independent scrutiny and 
audit. The advantage of a statement certified by trustworthy public ac- 
countants over an unverified statement is evident. At the present time, 


' Latest printing. 
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however, there is no uniformity as to the extent of verification in the case 
of statements put forward as having been verified. 

The Federal Trade Commission in the course of its investigation of 
business conditions has been strongly impressed with the lack of uniform- 
ity and has enlisted the aid of the American Institute of Accountants, 
with a view to remedying the condition. It has found that verified state- 
ments may be divided broadly into 

(a) Those in which the certificate is based on an examination of the 
books without personal supervision of inventories and independent ap- 
praisal of all assets with the aid of technical appraisers; and 

(b) Statements verified with the personal supervision of inventories 
and ‘independent appraisal of all assets. 

The value of the two classes of audits and their relation to each other 
depends to a great extent upon the character and magnitude of the busi- 
ness involved. 

In some cases method (b) has advantages over method (a). In other 
cases, notably those of large companies in which personal supervision of 
inventories is arduous and perhaps impracticable and the value of an in- 
dependent appraisal of assets is liable to be considerably exaggerated, the 
reverse may be true. That is to say, a verification based upon the books 
themselves without an appraisal may be and often is the safer method of 
procedure. It is highly desirable gradually to educate the business world 
to the great importance of a complete form of audit statement, although 
any plan for immediate adoption intended to produce practical results 
must recognize that under present practice probably more than 90 per 
cent of the statements certified by public accountants are what are called 
balance-sheet audits, such as are described in paragraph (a) above re- 
ferred to. 

As a first step toward the standardization of balance-sheet audits and 
to insure greater care in compiling and verifying statements the Federal 
Trade Commission requested the American Institute of Accountants to 
prepare a memorandum on balance-sheet audits. This memorandum was 
duly prepared and approved by the council of the institute representing 
accountants in all sections of the country. 

After approval by the Federal Trade Commission the memorandum 
was placed before the Federal Reserve Board for consideration. The 
Federal Reserve Board, after conferences with representatives of the 
Federal Trade Commission and the American Institute of Accountants, 
and a careful consideration of the memorandum in question, has accepted 
the memorandum, given it a provisional or tentative indorsement, and 
submitted it to the reaakel bankers, and banking associations throughout 
the country for their Beasideration and criticism. 

The recommendations in the memorandum apply primarily to what 
are known as balance-sheet audits. This is an initial step which may 
easily be succeeded by future developments tending still further to estab- 
lish uniformity and covering more fully the field of financial statements. 
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GENERAL INSTRUCTIONS FOR A BALANCE-SHEET AUDIT OF A 
MANUFACTURING OR A MERCHANDISING CONCERN 


The scope of a balance-sheet audit for a fiscal year or other operating 
period of an industrial or mercantile corporation or firm comprises a 
verification of the assets and liabilities, a general examination of the profit 
and loss account, and, incidental thereto, an examination of the essential 
features of the accounting. 

Trial balances of the general ledger, both at the beginning and end of 
the period under review, should be prepared in comparative form and 
checked with the ledger. The items in the trial balances should be traced 
into the balance-sheets before the assets and liabilities are verified, to 
prove, among other things, that no “contra” asset or liability has been 
omitted from the accounts, that the assets and liabilities have been 
grouped in the same manner at the beginning and at the end of the 
period, and also that the balance-sheets are in accordance with the books. 
The disposition of any general ledger assets and liabilities that may have 
been scrapped, sold, written off, or liquidated during the period under 
review should be traced and noted in the working papers. Further- 
more, a general scrutiny of the general ledger should be made to see 
that the accounts, if any, that have been opened and closed during the 
year have no bearing on the company’s financial position at the close of 
the fiscal period. 

The auditor should obtain a copy each of the balance sheets at the 
beginning and the end of the period to be audited, and should make a 
comparison between them, so that a comprehensive view may be had by 
him of the changes in the figures during the period under review. A 
statement of the disposition of the profits should then be prepared from 
this comparative balance sheet as a further aid in impressing the mean- 
ing of the figures upon the mind of the auditor. 

The verification of assets and liabilities for convenience will be con- 
sidered in the order in which the items appear in the form of balance 
sheet attached hereto. This form of statement has been determined by 
the desire to meet as nearly as possible the requirements and practice of 
Federal Reserve Banks. 


SpeciFic INSTRUCTIONS AND SUGGESTIONS RELATING TO THE 
SEPARATE HEADINGS 


CASH 


The cash on hand preferably should be counted after banking hours 
on the last day of the fiscal period to be covered by the audit, and the 
amount thereof, together with the cash stated to be in the bank, recon- 
ciled with that shown by the cashbook. The cash, bills receivable, and 
investments must be examined on the same day, so as to make it impossi- 
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ble for a treasurer to make up a shortage in one asset by withdrawing 
negotiable funds temporarily from another. 

In counting the cash on hand the auditor must see that all customers’ 
checks produced to him as part of the cash balance have been duly entered 
in the cashbook prior to the close of the period and should note the dates 
and descriptions of such checks, and also the dates and descriptions of all 
advances made from cash and not recorded on the books. Advances to 
employees should be strictly investigated, and if any are secured by per- 
sonal checks the auditor should see that the checks are certified by the 
bank on which they are drawn before the close of the audit. 

Certificates must be obtained, as of the evening of the closing date, 
from the banks in which cash is deposited, by or mailed directly to, the 
auditor himself. The balances as shown by the certificates must be recon- 
ciled with those shown on either the cashbook, the checkbook stubs, or 
bank registers, taking into consideration outstanding checks. 

In verifying the outstanding checks there is only one safe and satis- 
factory method of proving their accuracy, and that is to compare the 
credit side of the cashbook from the last day of the fiscal period back- 
ward, item by item, with the checks returned from the bank for such 
period as may be necessary to account for all current outstandings. Any 
old checks not yet cashed by banks should be made the subject of special 
inquiry. When this work is completed, a list of the oustanding checks 
so ascertained should be prepared, showing the dates of the checks and 
compared with the actual checks returned from the bank at a later date, 
and any not so returned should be specially investigated. Special care 
is necessary to see that no checks for cash purposes are drawn at the 
close of the period and entered in the next period. 

Where the currency and bank transactions are kept together in the 
cashbook and the auditor does not count the cash until a date subsequent 
to the close of the fiscal year, he must, in addition to verifying the bank 
balances as of the close of the year, verify them as of the date of the count 
of cash. This is absolutely essential when it is considered that, al- 
though the cash on hand, which forms only part of the balance, at the 
date of the count is correct, it does not follow that the total cash is correct. 

When receipts are shown in the cash books as being deposited in the 
bank on the last day of the fiscal period, but are included in the reconcilia- 
tion statement on account of their not being paid into the bank until 
the next day, the auditor must obtain letters from the banks acknowledg- 
ing such deposits. 

The deposits shown in the pass books should be checked in detail for 
the last two or three days of the fiscal period from the books to prove that 
they were composed of bona fide checks, and that no check drawn by the 
company was deposited in a bank without being credited to the bank on 
which it was drawn prior to the close of the fiscal period. 

So that the auditor may satisfy himself that deposits are promptly 
made in bank each day, and that the same checks are paid inta bank as are 
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received, it is advisable to call for a number of deposit slips and compare 
them with the receipts as shown by the cashbook for the days in which the 
deposits are made. To make such verification absolute the deposit slips 
should be obtained from the banks. 

When the practice of a company is to pay all of its cash receipts into 
bank, they should be compared and reconciled with the total deposits, as 
shown by the bank books, and similarly the disbursements should be 
reconciled with the total checks drawn. 

Outstanding checks not examined at a previous audit on account of 
not having been returned by the banks must be called for and traced into 
the cashbook at the beginning of the current audit. 


NOTES RECEIVABLE 


A list of notes receivable outstanding at the end of the fiscal period 
should be prepared, showing the dates the notes are made, the customers’ 
names, the date due, the amounts of the notes and the interest, if any, 
contained in the notes. If discounted, the name of the discounting bank 
should be noted and verification obtained from the bank. 

The outstanding notes must be carefully examined with the notes- 
receivable book, and with the list prepared by or produced to the auditor, 
the due dates and the dates of making the notes being carefully checked, 
and when notes have been renewed the original dates should be recorded. 
When notes have been paid since the close of the fiscal year, the cash 
should be traced into the books of the company, and, when they are in the 
hands of attorneys or bankers for collection, certificates should be ob- 
tained from the depositaries. 

When notes receivable are discounted by banks the company has a 
liability therefor which should appear on the balance sheet. Lists of dis- 
counted notes not matured at the date of the audit should be obtained 
from the banks as verification and their totals entered under 20a if the 
cash therefor is shown as an asset. 

The value of collateral, if any, held for notes should be ascertained, as 
it frequently happens that the notes are worth no more than the collateral. 

Notes due by officials and employees must always be stated separately 
from customers’ notes, as must also notes received for other than trade 
transactions. 

Notes due from affiliated concerns must not be included as customers’ 
notes, even though received as a result of trading transactions. Affiliated 
companies’ notes should be shown as a separate item of current assets or 
as other assets as the circumstances warrant. They may be fairly included 
in current assets if the debtor company has ample margin of quick assets 
over its liabilities, including such notes. 

The term “quick assets” is used here in the sense in which it is used by 
Federal Reserve practice. “Current assets” is used to comprise these 
assets and other assets which, though current, are excluded in determin- 
ing the eligibility of the paper for Federal Reserve purposes. 
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O ptional.—The best verification of notes receivable is an acknowledg- 
ment by the party named in each note as the payor on the due date that 
the note is a bona fide obligation. Therefore if time permits, and the 
client does not object, it is advisable to obtain such written confirmation 
for each note. The auditor should personally mail the letters, inclosing 
stamped envelope for reply addressed direct to himself. 


ACCOUNTS RECEIVABLE 


The bookkeepers of the accounts-receivable ledgers should be asked to 
draw off lists of the open balances at the end of the fiscal period, and dis- 
tributions of the total columns should be shown on the lists according to 
the age of the accounts, e.g., not yet due, less than 30 days past due, more 
than 30 days past due. The accounts paid since the close of the fiscal 
period should be noted in the lists before taking up the matter of past-due 
accounts with the credit department, as payment is the best proof that an 
account was good at the date of the audit. 

The totals of the lists of outstanding accounts should agree with the 
controlling account in the general ledger if separate ledgers are kept. 
When credit balances appear on customers’ accounts they should be shown 
on the balance sheet as a separate item and not deducted from the total 
of debit balances; and debit balances on the accounts-payable ledgers 
should be treated in the same manner. 

The lists must be footed and compared in detail with the customers’ 
accounts in the ledgers. 

The composition of outstanding balances should always be examined, 
as it frequently happens that while a customer may be making regular 
payments on his account, old items are being carried forward which have 
been in dispute for a considerable period of time. Such items and ac- 
counts which are past due should be taken up with the credit department 
or some responsible officer, and the correspondence with the customers 
examined, so that the auditor may form an opinion of the worth of the 
accounts and satisfy himself that the reserve for bad and doubtful ac- 
counts set up by the company is sufficient. 

Trade discounts (and also so-called cash discounts, if exceeding 1 per 
cent) and freights allowed by the company should be inquired into, and if 
they have been included in the accounts receivable a reserve therefor 
should be set up in the balance sheet. Also inquiries should be made re- 
garding customers’ claims for reductions in prices and for rebates and 
allowances on account of defective materials, so that it may be seen that 
a sufficient reserve has been established therefor. 

Inquiry must be made as to whether any of the accounts receivable 
have been hypothecated or assigned, and the sum total of accounts so 
listed entered under 2ob. 

The auditor should satisfy himself that the bad debts written off have 
been duly authorized by responsible officials. 

Accounts due from directors, officers, and employees must be stated in 
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the balance sheet separately and not included as trade accounts. This 
applies also to deposits as security, guaranties, and other extraordinary 
items not connected with sales. 

Accounts due from affiliated concerns must not be included as cus- 
tomers’ accounts, even though arising as a result of trading transactions. 
Affiliated companies’ accounts should be shown as a separate item of 
“current assets” or as “other assets,” as the circumstances warrant. They 
may be fairly included as “current assets” if the debtor company has 
ample margin of quick assets over its liabilities, including such accounts. 

Optional_—The best verification of an open balance is a confirmation 
by the customer; therefore, if time permits and the client does not object, 
it is advisable to circularize the customers. The auditor should person- 
ally see the circulars mailed after comparing them with the lists of out- 
standing accounts. The envelopes for replies sent with the circulars 
should be addressed direct to the auditor. 

In large concerns the system of accounting is generally so arranged 
that it would be almost impossible for accounts to be paid and not cor- 
rectly credited on the accounts-receivable ledgers, but in small concerns, 
with imperfect systems, such occurrences are quite possible, so much so, 
in fact, that it is generally admitted that the risk of errors and omissions 
decreases in direct proportion to an increase in bookkeeping. 


SECURITIES 


Under this caption must be listed securities in which surplus funds of 
the company or firm have been temporarily invested and which are con- 
sidered available as “quick assets,” i.e., can be turned into money in time 
of need. Where stocks or bonds represent control or a materia: interest in 
other enterprises, the ownership of which carries more or less value to 
the holder outside of the return thereon, they should be considered as 
fixed assets. 

A list of investments should be prepared showing 


The dates of purchases. 

Descriptions of the investments. 

Par value of the investments. 

The denomination of the shares, 

The number of shares or bonds owned. 

The total capital stock of the various companies. 

The amounts paid for the investments. 

The interest aud dividends received. 

The market values of the investments. 

The surplus or deficit shown by the balance sheets of the companies 
where no market quotations are available. 

If hypothecated, with whom and for what purpose. 


This list must be compared with the ledger accounts concerned and 
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the total of amounts paid according to the list must agree with the bal- 
ance of the investment account or accounts. 

The securities must be examined by the auditor in person or he must 
secure confirmation of their existence from those who hold them as col- 
lateral. Those in possession of the company must be counted and ex- 
amined as soon as possible after the audit starts, and all of them must be 
submitted to him at one time. It is much more satisfactory to see the 
actual securities than to verify cash receipts and other evidences therefor 
after the audit has progressed some time. 

Certificates out for transfer must be verified by correspondence. 

Where the market values of securities are less than the book values, 
save where the variation is so small as to be trifling, a reserve for loss in 
value on the balance-sheet date must be set up. 

Care must be taken to see that the certificates are made out in favor 
of the company, or that they are indorsed or accompanied by powers of 
attorney when they are in the names of individuals. 

Coupons on bonds must be examined to see that they are intact sub- 
sequent to the latest interest payment date. 

The investment schedule must show that the total interest and divi- 
dends receivable by the company have been duly accounted for; the in- 
come from the investments shown in the profit and loss account must be 
in accord with this schedule. 

When market quotations can not be obtained for investments, the 
balance sheets of the companies in which investments are held must be 
examined so that the auditor may form an idea of their value. 

In verifying purchases of stock exchange securities the brokers’ ad- 
vices must in all cases be examined in connection with the verification of 
the purchase price. 

Investments in deeds and mortgages must be supported by both the 
mortgages and insurance policies, and, furthermore, it must be shown that 
all assessed taxes on the property have been duly paid, that the mortgages 
have been properly recorded, and that the insurance policies are correctly 
made out to the company. 

If any of the securities have been hypothecated the fact and amount 
(book value) must be stated under 20d of the balance sheet. 


INVENTORIES 


Under this caption must be included only stocks of goods owned and 
under control of the owner. Stocks are often hypothecated and if this is 
the case the fact should be stated on the balance sheet. 

Inasmuch as the accuracy of the profit and loss account is absolutely 
dependent upon the accuracy of the inventories of merchandise at the 
beginning and end of the period under review, this part of the verification 
should receive special attention. When a balance-sheet audit is being 
made for the first time, the inventory at the beginning of the period 
should receive as much attention as that at the end, and the auditor 
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should take every precaution to satisfy himself that both inventories were 
taken on the same basis. 

An acceptable program of audit for inventories is as follows: 

(1) Secure the original stock sheets if they are in existence and care- 
fully test the typewritten copies with them and with tickets, cards, or 
other memoranda that show the original count. 

(2) See that the sheets are certified to or initialed by the persons who 
took the stock, made the calculations and footings, and fixed the prices, 
and satisfy yourself that they are dependable and responsible persons. 
Obtain a clear and detailed statement in writing as to the method followed 
in taking stock and pricing it; also a certificate from a responsible head 
as to the accuracy of the inventory as a whole. 

(3) A thorough test of the accuracy of the footings and extensions 
should be made, especially of all large items. 

(4) The inventories should be compared with the stores ledger, work 
in progress ledgers and finished product records and stock records as to 
quantities, prices, and values, and any material discrepancy should be 
thoroughly traced. 

(5) Where stock records are kept and no physical inventory is taken 
at the time of the audit, ascertain when the last physical inventory was 
taken and compare it with the book records. If no recent comparison is 
possible, select a few book items of importance and personally compare 
with the actual stock on hand. 

(6) Where no stock records are kept, a physical inventory should be 
taken preferably under the general direction of the auditor. After the 
inventory is completed, he should apply the same tests to verify its accu- 
racy as if the inventory had been taken before his arrival upon the scene. 

(7) When the cost system of a company does not form a part of the 
financial accounting scheme there is always a chance that orders might be 
completed and billed, but not taken out of the work in progress records. 
Especially is this the case when reliance is placed on such records to the 
extent that a physical inventory is not taken at the end of the period to 
verify the information shown therein. In these cases the sales for the 
month preceding the close of the fiscal period should be carefully com- 
pared with the orders in progress as shown by the inventory, to see that 
nothing that has been shipped is included in the inventory in error. Cost 
systems which are not coordinated with the financial accounts are unrelia- 
ble and frequently misleading. Special attention should be called to every 
case in which the cost system is not adequately checked by the results of 
the financial accounting. i i ; 

(8) Ascertain that purchase invoices for all stock included in the in- 
ventory have been entered on the books. Look for postdated invoices and 
give special attention to goods in transit. PsA; 

(9) See that nothing is included in the inventory which is not owned 
but is on consignment from others. If goods consigned to others are 
included, see that cost prices are placed thereon, less a proper allowance 
for loss, damage, or expenses of possible subsequent return. This does 


780 APPENDIX A 


not include goods at branches, as the valuing of such stocks will be gov- 
erned by the same principles as apply at the head office. 

(10) Ascertain that nothing is included which has been sold and 
billed, and is simply awaiting shipment. 

(11) If duties, freight, insurance, and other direct charges have been 
added, test them to ascertain that no error has been made. Duties and 
freight are legitimate additions to the cost price of goods, but no other 
items should be added except under unusual circumstances. 

(12) As a check against obsolete or damaged stock being carried in 
the inventory at an excessive valuation, the detailed records for stores, 
supplies, work in progress, finished products, and purchased stock in 
trade, should be examined and a list prepared of inactive stock accounts, 
which should be discussed with the company’s officials and satisfactory 
explanations obtained. 

(13) The auditor should satisfy himself that inventories are stated 
at cost or market prices, whichever are the lower at the date of the bal- 
ance sheet. No inventory must be passed which has been marked up to 
market prices and a profit assumed that is not and may never be realized. 
If the market is higher than cost, it is permissible to state that fact in a 
footnote on the balance sheet. 

(14) It may be found that inventories are valued at the average prices 
of raw materials and supplies on hand at the end of the period. In such 
cases the averages should be compared with the latest invoices in order to 
verify the fact that they are not in excess of the latest prices, and also 
with the trade papers, when market prices are used, to see that they are 
not in excess of market values. 

(15) Make an independent inspection of the inventory sheets to de- 
termine whether or not the quantities are reasonable, and whether they 
accord in particular instances with the average consumption and average 
purchases over a fixed period. Abnormally large quantities of stock on 
hand may be the legitimate result of shrewd foresight in buying in a low 
market, but may, on the other hand, arise from serious errors in stock 
taking. 

(16) Always attempt to check the totals by the “gross profit test” and 
compare the percentage of gross profit shown with that of previous years. 
In a business where the average gross profit remains fairly constant this 
test is a dependable one, because, if the rate of gross profit is apparently 
not maintained and the discrepancy can not be satisfactorily accounted 
for by a rise or fall in the cost of production or of the selling price, the 
difference will usually be due to errors in stock taking. 

(17) In verifying the prices at which the work in progress is in- 
cluded in the inventory, a general examination and test of the cost system 
in force is the best means of doing this work satisfactorily. In a good 
cost system little difficulty will be found with the distribution of the raw 
materials, stores, and pay roll, but the distribution of factory overhead 
cost is one that should receive careful consideration, the main points to 
be kept in view being: 
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(a) That no selling expenses, interest charges, or administrative ex- 
penses are included in the factory overhead cost. 

(b) That the factory overhead cost is distributed over the various 
departments, shops, and commodities on a fair and equitable basis. 

(18) No profit should be included in the price of finished products or 
stock in trade. The price list should be examined to see that the cost prices 
of stock are below the selling prices after allowing for trade discounts, 
and, if they are not, a reserve should be set up on the balance sheet for 
this loss. If the company takes immediate steps to increase the selling 
price, however, the amount of this reserve may be limited to the loss on 
goods which may have been sold since the close of the period to the date 
of the discovery. 

(19) In the case of companies manufacturing large contracts it is fre- 
quently found necessary to make partial shipments thereof. The question 
then arises as to whether it is permissible to include the profits on these 
partial shipments in the profit and loss account. As a matter of fact, it is 
evident that the actual cost can not be known until the order is completed. 
It may be estimated that a profit will ultimately be made, yet unforeseen 
conditions, such as strikes, delays in receiving material, etc., may arise to 
increase the estimated cost. It is better not to include the profits on par- 
tial shipments, but information of this character which may have its 
influence in the decision of the banker upon a proposed loan may properly 
be laid before him. Of course, an exception should be made in cases 
where the profit on the partial shipments largely exceeds the selling price 
of the balance of the order. 

(20) The selling prices for contract work in progress should be as- 
certained from the contracts, and where it is apparent that there will be a 
loss on the completed contract a due proportion of the estimated loss 
should be charged to the period under audit by setting up a reserve for 
losses on contracts in progress. 

(21) If a company has discontinued the manufacture of any of its 
products during the year, the inventory of such products should be care- 
fully scrutinized and, if unsalable, the amount should be written off. 

(22) The inventory should be scrutinized to see that no machinery or 
other material that has been charged to plant or property account is in- 
cluded therein. 

(23) Partial deliveries received on account of purchase contracts for 
material, etc., should be verified by certificates from the contractors, both 
as to quantities and prices. 

(24) Advance payments on account of purchase contracts for future 
deliveries should never appear in an inventory, but be shown on the bal- 
ance sheet under a separate heading. 

(25) Trade discounts should be deducted from inventory prices, but 
it is not customary to deduct cash discounts. However, this may be done 
when it is the trade practice so to do. 

(26) While the inventory is being verified, the auditor should ascer- 
tain the aggregate sales for the last year. If the turnover has not been 
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rapid, it may be due to a poor stock of goods. Some business men dislike 
to sell below cost and would rather accumulate a big stock of old goods 
than dispose of the old and unseasonable stock at a sacrifice. The usual 
outcome is that the stock becomes unwieldy and funds are lacking to pur- 
chase new goods. The inventory and the gross sales may, therefore, have 
a direct connection. 

(27) It may be well to reiterate that interest, selling expenses, and 
administrative expenses form no part of the cost of production, and 
therefore should not be included in the inventory in any shape. 


COST OF FIXED PROPERTY 


In preparing the leading schedules for the accounts grouped under 
this heading, such as real estate, buildings, plant, machinery, etc., the 
balances at the beginning of the period, the additions to or deductions 
from the accounts during the year, and the balances at the end of the 
period must be shown. 

The total of the balances at the beginning of the period must agree 
with the cost of property figures given in the balance sheet at that date, 
and the balances at the end of the period with the amount shown in the 
balance sheet that is being audited. The charges entering into the addi- 
tions must be verified in detail, and in this connection the following notes 
are of value: 

(1) Authorizations for the expenditure made during the year should 
be examined, and where the costs of the additions have overrun the sums 
authorized, inquiries should be made in regard thereto. The authoriza- 
tions should show the accounts to which the expenditures are chargeable, 
the amounts thereof, the approvals of the comptroller and manager, and 
descriptions of the jobs. When the authorizations are not specific as to 
the work done, the actual additions should, if possible, be inspected. 

(2) The auditor should satisfy himself before approving additions 
that they were made with the object of increasing the earning capacity of 
the plant, and that they are not of the nature of either renewals or im- 
provements, and in this connection changes in the production and capacity 
of the plant should receive consideration. 

(3) To verify the pay roll and store and supply charges to jobs, one 
or two pay roll distribution reports should be examined in detail, and also 
one or two storehouse reports. In cases where large purchases have been 
made from outside parties for capital construction work, the vouchers 
therefor should be examined and the usual precautions taken to see that 
they are properly approved for the receipt of materials, prices, etc. 

(4) For purchases of real estate the title deeds should be examined, 
together with the vouchers, and it should be seen that the deeds have been 
properly recorded. 

(5) While it may be considered permissible to make a charge for fac- 
tory overhead cost to additions to property such as, e.g., time of superin- 
tendent and his clerical force employed on construction work, etc., it can 
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not be deemed conservative business practice, inasmuch as the probabili- 
ties are that the overhead charges of a plant will not be decreased to any 
extent even though additions are not under way, and, therefore, the ab- 
sorption of part of these charges when additions are in progress, has the 
effect of reducing the operating costs, as compared with months in which 
no construction work is under way. 

(6) Construction work in progress at the end of the fiscal period 
should be shown in the balance sheet under the heading of fixed assets and 
not as part of the inventories. This is important to bear in mind because 
construction work is not an asset that can be quickly turned into money, 
while everything in the inventory is supposed to be realizable in cash 
within a reasonably short time. 

(7) The auditor should inquire as to whether any installments are 
due on account of construction work in progress which is being carried on 
by outside parties; and if so, the liabilities for these installments should 
be included in the balance sheet, as they may have a direct bearing on the 
amount of available cash on hand. 

(8) When a company uses leasehold properties the leases should be 
examined and notes made of the periods covered, so that it may be seen 
that improvements, etc., on such properties are written off over the periods 
covered by the leases. 

(9) The auditor should satisfy himself that the reserves for deprecia- 
tion of buildings, machinery, equipment, etc., are adequate to reflect the 
deterioration in the value of the fixed properties. If in his opinion the 
reserves shown on the balance sheet are insufficient, he should call at- 
tention to the matter in his certificate. 

(10) Care should be taken to insure that property destroyed by fire or 
otherwise prematurely put out of service is correctly treated in the books. 
Any portion of the original charge for such property which is not recov- 
erable through insurance, as salvage or otherwise, and has not been pro- 
vided for by the depreciation scheme should be written off. 

It is to be observed that the foregoing notes are to be applied only to 
cost of properties incurred during the period under audit. In addition, 
information may usefully be obtained on broader lines in regard to the 
composition of the real estate, building, and machinery accounts, and 
showing what principal property is represented thereby and how the ac- 
counts have been built up from year to year for a reasonable time past if 
not from the inception of the business. The information derived there- 
from is valuable only in indicating the progressive policy of the concern, 
the extent to which it reinvests undivided surplus in its plant, etc. Beyond 
these facts the banker who is asked for ordinary discounts or short-term 
loans is not interested; he looks more to the quick assets for his security. 

Optional—When the loan is greater than the quick assets seem to 
justify the auditor should suggest a reliable verification of the cost of 
property prior to the period under audit. Such action may become neces- 
sary even to the extent of calling for an appraisement by disinterested 


outside experts. 
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DEFERRED CHARGES TO OPERATIONS 


Under this heading in the balance sheet are grouped such items as 
unexpired insurance, bond discounts applicable to a future period, pre- 
paid royalties, experimental charges, etc. After the clerical accuracy of 
the deferred charges has been verified the auditor should satisfy himself 
that they are properly carried forward to future operations. 

Wherever possible, documentary proof must be produced in support 
of the items carried forward, as, for example, with unexpired insurance 
the policies must be examined to verify the dates of expiration, the 
amounts covered, and the proportion of the premiums carried forward; 
with royalties the agreements must be examined; with experimental 
charges the vouchers and particulars of the work done must be looked 
into, etc. 

The examination of the deferred charges will usually furnish the 
auditor with valuable information in regard to the accounts of the com- 
Dany, as, ¢.2. ; 

(1) The verification of experimental charges carried forward will 
generally furnish information as to the production and future policy of 
the company. 

(2) Royalty vouchers will generally furnish a check on the produc- 
tion of mines. 

(3) An examination of the insurance policies will show if the prop- 
erties are mortgaged or covered by lien, and thus be an additional veri- 
fication of the liability for mortgages on real estate, buildings, etc., shown 
in the balance sheet. 

(4) The assets covered by insurance will be ascertained and if any 
omissions are discovered they should be mentioned. 


NOTES AND BILLS PAYABLE 


Under this caption appear notes payable and drafts accepted. Sched- 
ules should be prepared under the subcaptions, and in columns headed: 


Date of making the notes or drafts. 

Due dates. 

Names of creditors. 

Collateral hypothecated. 

Additional indorsers. 

Interest accrued to date of audit. 

Notations of renewals (as information of this nature furnishes a 
guide to the state of the concern’s credit). 


The schedule must be compared with the notes-payable book and the 
total of the aggregate must agree with the balance of the ledger account of 
notes payable. 

Statements must be obtained from all banks and brokers with whom 
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the concern does business, showing all notes and drafts discounted or sold 
by them for the benefit of the concern. These statements when received 
must be checked against the loans shown on the concern’s books and ap- 
proved in the minutes of the company. 

Inasmuch as a note is a negotiable instrument, care must be taken to 
see that all of those recorded as paid during the year under audit have 
been properly discharged, and the canceled notes are the best evidence of 
this fact. 

Careful attention should be given to the collateral deposited for loans, 
and statements as to the existence of such collateral should be obtained 
from the holders thereof. Such hypothecation of any of the concern’s 
assets should be accounted for on the balance sheet. 

When practicable the auditor might suggest to the client the advisabil- 
ity of drawing notes payable on blanks bound in a book, like a check book, 
with a stub for each blank, the blank and the stub to bear identical num- 
bers. The officer, or officers, signing the notes could, in such case, initial 
the stub as a certificate to the amounts, payees, and terms of the notes 
issued. If this were done, the auditing of bills payable would be greatly 
facilitated. 


ACCOUNTS PAYABLE 


A list of balances due on open accounts must be prepared and care- 
fully checked with the ledger accounts, care being taken to see that no 
open account on the ledger has been omitted from the list. It should be 
ascertained that the balances represent specific and recent items only. 
When any account does not appear regular a statement from the creditor 
should be obtained. If there are many such accounts in dispute, and they 
amount to so large a sum as to affect appreciably the total of current lia- 
bilities, the general causes for the disputes should be inquired into and 
note made of the matter for the consideration of the banker. 

In concerns with modern voucher systems accounts payable are easily 
verified, as all liabilities are then included in the books when incurred. 
Care should be taken, however, to see that all goods received on the last 
day of the fiscal period, as shown by the receiving records, and also all 
goods that were in transit and belonged to the concern on that date, are 
included as liabilities, and the corresponding assets included in the inven- 
tories. This test is necessary, as an increase in the accounts payable may 
have a very important bearing on the financial position of the concern if 
the cash on hand is small. 

Monthly expenses outstanding can usually be ascertained by a com- 
parison of the expenses of the last month of the fiscal period with pre- 
vious months, and those of the year with the previous year. The voucher 
record should, however, be examined for the months subsequent to the 
close of the fiscal year, in case any expenses included therein are applica- 
ble to the fiscal period under audit. 
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When a first-class voucher system is not in operation the auditor. 
must take additional precautions to satisfy himself that all liabilities are 
included in the accounts, among which may be mentioned: 

(1) Payments made in the months subsequent to the date of the fiscal 
period as shown by the cashbook, which should be carefully scrutinized 
to see that none of them is applicable to the period under review. 

(2) The file of bills not vouchered or entered on the books should be 
examined to see that none of them belongs to the period under audit. 

(3) A careful perusal of the minutes of a company may further as- 
sist the auditor in determining liabilities. 

When a company has large purchase contracts in force for future de- 
liveries they should be examined, for if the contract prices are greater 
than market prices it might be necessary to set up a reserve for this loss, 
Any debit balance due to advance payments on such contracts or to 
any other cause should be shown on the balance sheet under a separate 
heading. 

If the business under audit is one where there is any possibility of 
goods having been received on consignments, and part or all of such 
goods having been sold without a liability therefor having been shown in 
the books, the auditor must use all due diligence to cover the point fully. 
This may readily happen, as consignment accounts are usually treated as 
memoranda only. 

If inquiry develops the fact that goods have been received on consign- 
ment, all records in connection therewith should be called for. If the 
goods have all been sold, the consignor’s account should show the full 
amount due, and if the debt is a current one, the amount will appear 
among accounts payable due to trade creditors. Where only part of the 
goods have been sold, the net proceeds due to the consignors should be 
shown on the balance sheet under the caption of “Accounts payable 
consignors.” 

As an additional precaution against the omission of liabilities a certifi- 
cate should be obtained from the proper officer or member of the concern 
stating that all outstanding liabilities for purchases and expenses have 
been included in the accounts of the period under review or of former 
periods. In many cases it is also advisable to obtain a certificate from the 
president stating that all liabilities for legal claims, infringements of pat- 
ents, claims for damages, bank loans, etc., have been included, as he may 
be the only executive officer of the company to know the extent of such 
obligations. 


CONTINGENT LIABILITIES 


It is not enough that a balance sheet shows what must be paid; it 
should set forth with as much particularity as possible what may have to 
be paid. It is the duty of an auditor who makes a balance-sheet audit to 
discover and report upon liabilities of every description, not only liqui- 
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dated debts but possible debts. The following are the usual forms under 
which contingent liabilities will be found: 

Indorsements.—Inquiry of the officers or partners of the concern 
should be made as to whether any indorsement of outside paper has been 
made and as to any security received to protect the concern. Such in- 
quiry should be particularly strict if it is known that any of the officers 
or partners are interested in other enterprises. 

Guaranties——Similar action should be taken in the matter of 
guaranties. 

Unfulfilled contracts——Contracts to accept the delivery of goods con- 
tracted for before the date of the balance sheet, may call for the payment 
of large sums of money within a short time. In the case of raw ma- 
terials, for a manufacturer, this might be a perfectly legitimate reason 
for seeking a temporary loan pending production and sale, but for a mer- 
chant whose balance sheet shows a large stock of goods on hand, it might 
indicate a real liability impending with assets of a doubtful character to 
offset it. In every audit, therefore, the auditor should call for copies of 
all orders for future delivery, and if such orders call for stock in excess 
of the current and reasonable prospective demand, mention should be 
made on the balance sheet and a report submitted, the details depending 
upon the circumstances of each particular case. 

Items other than those arising from the specific hypothecation of 
current assets to be listed under item 20 should appear as a footnote on 
the liability side of the balance sheet, the total amounts being stated for 
each subheading and such additional report made as will convey clear 
information to the banker. 


ACCRUED LIABILITIES 


Under this caption are grouped such items as interest, taxes, wages, 
etc., which have accrued to the end of the period under audit, but are not 
due and payable until a later date. The verification of such items can be 
accurately made from the books and records. Special attention may be 
directed to the following: 

Interest payable——Many of the liabilities which appear on a balance 
sheet carry interest. Such items as bonds and notes payable are obvious, 
but the auditor should also consider the possibility of accounts also bear- 
ing interest, as enough book accounts, when past due, do bear interest to 
warrant inquiry being made. Loan accounts of partners and officers of 
corporations almost invariably bear interest; also judgments, overdue 
taxes, and other liens. 

Taxes.—The amount of accrued State and local taxes can be ascer- 
tained from an examination of the latest tax receipts; though in some 
cases, as the period for which the taxes are paid is not shown on the face 
of the receipt, it may be necessary to make inquiries of the proper taxing 
authorities as to the period covered. 
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Under the Federal income tax law a tax of 2 per cent is imposed upon 
the net profits of a corporation, which must be paid even if the corpora- 
tion is dissolved before the end of the year during which the tax is im- 
posed. As the tax is specifically based upon the net profits of a particular 
period, although payable some months thereafter, the tax accrues through- 
out the specified period, and if a net profit is disclosed upon the closing 
of the books at any date during the year, a reserve of 2 per cent must 
be shown on the balance sheet as an accrued tax. 

Wages—Where the date of the balance sheet does not coincide with 
the date to which the last pay roll of the period under audit has been 
calculated, the amount accrued to the date of the balance sheet must be 
as¢ertained and entered as a liability, unless such amount is trifling. It 
will suffice to take the proportion of a full week’s pay roll (six days) 
without reference to possible daily variations. 

Water rates, etc—Where bills for such expenses as water, gas, etc., 
are not rendered monthly, the auditor must enter the accrual of the proper 
proportion since the last bill as a liability. 

Traveling expenses and commissions.—It is important to note whether 
the accounts of all traveling salesmen have been received and entered 
before the books are closed. The auditor should secure a list, and if any 
report was not so entered, provision should be made for it unless the 
amount is likely to be trifling. 

Ample provision should be made for all commissions eventually pay- 
able on sales which have been billed to customers. As commissions are 
frequently not payable to salesmen until the sales have been collected 
from the customers, accrued commissions are often omitted from the 
books. As they must, however, be paid out of the proceeds of the sales 
on which the full profit has already been taken into the accounts, they 
should be set up as an accrued liability. 

Legal expense.—All concerns have more or less litigation. Before 
the books are closed the lawyers should be requested to send in a bill to 
date. If one is not found, the auditor should ascertain the amount, if 
any, probably due and set it up as an accrued liability. 

Damages.—lf the concern is insured against liability for damages to 
employees or the public, a proportion of the premiums paid in advance 
for the unexpired time covered by the insurance will appear in “Deferred 
charges.” But there may be claims or suits for other damages not cov- 
ered by insurance, and where the auditor finds any evidence which leads 
him to suspect there may be liability of this nature he should insist upon 
being informed of all the facts. He can then form an opinion as to the 
amount that should be set up as an accrued liability, or, if the outcome 
is uncertain, as a reserve against possible loss. 


BONDED AND MORTGAGE DEBT 


A copy of the mortgages must be examined and the terms thereof 
noted, The amount of bonds registered, issued, and in treasury, rate of 
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interest, and duration of the bonds, should be shown on the face of the 
balance sheet. A certificate should be obtained from the trust company 
certifying the amount of bonds outstanding, etc., as verification of the 
liability stated in the balance sheet. The interest on the bonds outstand- 
ing, shown in the balance sheet, should be calculated and reconciled with 
the interest on bonds, as shown in the profit and loss account. 

Sinking-fund provisions in mortgages should be carefully noted and 
care should be taken to see that they are provided for in the accounts of 
the company, and any default noted in the balance sheet. 

Bonds redeemed during the period or previously should be examined 
to see that they have been properly canceled, or, if they have been de- 
stroyed, a cremation certificate should be obtained from the trustees. 

Mortgages sometimes stipulate that the current assets must be main- 
tained at a certain amount in excess of the current liabilities, and the 
auditor must give due consideration to such matters and any other stipu- 
lation in regard to the accounts, or any audit thereof, that may be re- 
ferred to in the trust deed, and see that they have been complied with. 

Mortgages.—As a mortgage derives its chief value from the fact that 
upon registry it becomes a lien, the auditor should verify the existence of 
such an obligation by inspecting the public records, not only with refer- 
ence to such as may be found on the company’s books, but also any that 
may still appear on the public records as unsatisfied. If the auditor lacks 
the necessary facilities for making a search it will be worth his while to 
arrange with a local lawyer or title company whereby, for a small fee, 
any mortgages or judgments entered against the concern under audit will 
be reported to him. 

In any event the auditor must verify the amount as recorded in the 
account, the rate, the due date, and the property covered thereby. 

It should be borne in mind that a payment on account of a mortgage 
must be recorded or the entire amount will remain as an encumbrance 
on the property. Therefore, if payments on account appear, the auditor 
should ascertain if they have been so recorded; if not the fact should 
be noted on the balance sheet. 

Judgments——The same procedure should be followed in verifying 
judgments as in verifying mortgages. As many business men consider 
that the entry of an invoice is an admission of liability, and will not per- 
mit the entry of a claim which they propose to fight, it is sometimes 
difficult for an auditor to find any evidence of such liens. Even admitting 
the fact, they may still refuse to allow the judgment to be entered on the 
books as a liability, in which case it is proper for the auditor to include it 
as a footnote on the balance sheet as a contingent liability. 

Unpaid interest—When considering the matter of liens it should 
be noted that interest unpaid is a lien as well as unpaid principal, so where 
the auditor finds evidence of interest on liens being in default, he should 
add it to the principal in each case. 
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CAPITAL STOCK 


As a rule trust companies are the transfer agents for the capital stock 
of large corporations, and for verification purposes it is sufficient to ob- 
tain letters from them certifying to the capital stock outstanding. 

Where companies issue their own stock, the stock registers and stock 
certificate books should be examined and compared with the lists of out- 
standing stockholders. 

On the balance sheet each class, if more than one, of stock must be 
stated, giving amount authorized, issued, and in treasury, if any. In the 
case of companies with cumulative preferred stocks outstanding a note 
must be made in the balance sheet of the dividends accrued but not yet 
declared. 

If stock has been sold on the installment plan, the auditor should as- 
certain that the calls have been promptly met and whether any are in 
arrears. If special terms have been extended to any stockholder, ap- 
proval of the board of directors is necessary and the minutes should be 
‘examined accordingly. 

If any stock has been sold during the period under audit, the auditor 
should verify the proceeds of the sales. 


SURPLUS 


The auditor should give consideration to the surplus at the beginning 
of the period. This item represents the accumulated profits prior to the 
beginning of the fiscal period under review, and should be compared with 
the surplus shown on the balance sheet of the previous year, and with the 
ledger account, to see that it corresponds, and if it does not, a reconcilia- 
tion statement should be prepared giving full details of the differences. 


PROFIT AND LOSS 


The auditor should obtain the profit and loss statement for three 
years, at least, including the period under audit, and after verifying them 
by comparison with the ledger account, prepare a statement in compara- 
tive form. This comparison will furnish valuable information to the 
banker as to the past progress of the concern under audit. 

A satisfactory form of profit and loss account is annexed hereto, but 
any other form giving substantially similar information is acceptable. 

While it would be impracticable in an ordinary balance-sheet audit, 
and, at the same time, somewhat useless to make a detailed check of all 
the transactions entering into the composition of the profit and loss ac- 


count, there are certain main principles to be kept in view which are 
briefly outlined below 
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SALES 


Whenever it is possible, the quantities sold should be reconciled with 
the inventory on hand at the beginning of the period, plus the production, 
or purchases, during the period, less the inventory on hand at end of the 
period. 

Where a good cost and accounting system is in force, the sales rec- 
ords will very probably be in good shape, but nevertheless, the auditor 
should satisfy himself from the shipping records that the sales books were 
closed on the last day of the fiscal year, and that no goods shipped after 
that date are included in the transactions. 

When an audit is being made for the first time, the auditor should 
satisfy himself that the sales at the beginning of the period were recorded 
in accordance with the dates of shipments. Such verifications can be 
made conveniently by a direct comparison of the shipping memoranda 
with the invoices billed. 

Allowances to customers for trade discounts, outward freights, re- 
ductions in prices, etc., should be deducted from the sales in the profit 
and loss account, as the amount of net sales is the only figure of interest 
to the bankers. 

The future bookings at the close of the fiscal year should be looked 
into, as a comparison of orders on hand with corresponding periods of 
other years furnishes the bankers with an idea of the concern’s business 
outlook, 


COST OF SALES 


t 


The inventory at the beginning of the period, plus purchases during 
the period, less inventory at the end of period, gives the cost of sales. In 
a manufacturing concern the factory cost of production takes the place of 
purchases. These items will have already been verified in auditing the 
balance sheet, but nevertheless care should be taken to see that this head- 
ing has not been made a dumping ground for charges which would be 
more properly embraced under the heading of special charges. The com- 
position of the items entering into the cost of sales should be traced in 
totals into the cost ledgers or accounts. 


GROSS PROFIT ON SALES 


This is obtained by deducting the cost of sales from the net sales. The 
ratio of gross profits to net sales should be calculated and compared. 


SELLING, GENERAL AND ADMINISTRATIVE EXPENSES 


Under these general headings should be set down the expenses item- 
ized to correspond with the titles of the ledger accounts kept in each 
division. In checking the totals of each account with the statement for 
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the period under audit, special attention to credits in these accounts 
should be given to see that none have been made for the sale of capital 
assets and for other items which should not appear in expense accounts. 
The percentages of the totals of each division and of the aggregate total 
to net sales should be calculated for each year for comparison. 


NET PROFIT ON SALES 


This is obtained by deducting the aggregate total of the selling, gen- 
eral, and administrative expenses from the gross profit on sales, and 
shows the net earnings of the concern on its real business. Ratio to 
sales should be calculated for each year for comparison. 


OTHER INCOME 


Under this heading is embraced any income that may be derived 
from sources outside of sales, such as income from investments, inter- 
est, discounts, etc. Schedules should be prepared of each item, and the 
auditor should satisfy himself of their accuracy and of the propriety of 
including them as income. 


DEDUCTIONS FROM INCOME 


Under this heading are grouped such items as interest on bonded 
debt, interest on notes payable, etc. The same procedure of verification 
as in the case of other income should be followed. 


NET INCOME—PROFIT AND LOSS 


Adding other income to gross income and deducting deductions from 
income gives the net income or profit and loss for the period, which is the 
amount that should be carried to the surplus account. 


SURPLUS ADDITIONS AND DEDUCTIONS 


Items of unusual or extraordinary profit which do not belong strictly 
to the period under audit, or can not be said to be the legitimate result of 
the ordinary transactions of the concern, should be entered here and 
verified with the surplus account. Similarly, deductions should be treated. 
Also dividends declared should be entered in the surplus account and as 
an item under this caption, inasmuch as it is the usual custom to declare 
dividends “from net earnings and surplus.” After adding special credits 
to and deducting special charges from the net income we have the total 
profit and loss for the whole period from all sources which, added to the 
surplus balance at the beginning of the period, gives us the surplus at 
the end of the period, which should agree with the surplus as stated on 
the balance sheet. 
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GENERAL 


These instructions cover audits of small or medium-sized concerns. 
In large concerns having, for instance, tens of thousands of accounts or 
notes receivable, the detail procedure suggested would be impracticable, 
and internal check should make it unnecessary. In such cases only 
tests can be made, but the auditor must always be prepared to justify 
his departure from a complete program by showing that the purposes 
sought to be accomplished thereby have been adequately effected by his 
work. 

Any extensive clerical work, such as preparations of lists of notes 
receivable, etc., should be performed by the client’s staff, so as to avoid 
unnecessary employment of prefessional staff in merely clerical work and 
consequent undue expense. 


FORM OF CERTIFICATE 


The balance sheet and certificate should be connected with the ac- 
counts in such a way as to ensure that they shall be used only conjointly. 
This rule appiies also to any report or memorandum containing any 
reservations as to the auditor’s responsibility; any qualification as to the 
accounts, or any reference to facts materially affecting the financial po- 
sition of the concern. 

The certificate should be as short and concise as possible, consistent 
with a correct statement of the facts, and if qualifications are necessary 
the auditor must state them in a clear and concise manner. 

If the auditor is satisfied that his audit has been complete and con- 
forms to the general instructions of the Federal Reserve Board, and that 
the balance sheet and profit and loss statement are correct, or that any 
minor qualifications are fully covered by the footnotes on the balance- 
sheet, the following form is proper: 


I have audited the accounts of Blank & Co. for the period from........... 
Zc eee {O...-:.+--.--+-.-.-+..-.and I certify that the above balance sheet and 
statement of profit and loss have been made in accordance with the plan sug- 
gested and advised by the Federal Reserve Board and in my opinion set forth 
the financial condition of the firm at...:.........0.-...-- and the results of its 


operations for the period. 
(Signed) A. B. C. 
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[FORM FOR PROFIT AND LOSS ACCOUNT.] 


Comparative statement of profit and loss for three years ending......19... 


Year ending— 


I9— 


(TOSS SASS ee ee ere rere achat al auras dicce tn aaah rata oucieve otetacs L sapenlnn 
Less outward freight, allowances, and returns..................|.......- 


Niet Sales iter he fe cats cnetereee be Sra aie abe ate elate nce eiatensi pn etoraie terete retaeccete 


Inventory, besinmine Of yeater sarees etertitie erie iit eal eet 


Purchasess nee wa5cyeve ae nit oe reper oc valote = oi nvciensroneiater yo elociye iy ceric reaekets 


Tesssinventory, end of} year. ..a2/-rs crete «reise ol oieitiolee evoioraieicriaisiclerierrll ls elerers ors 


COS OL Sales atts, aio feschay oseisbers cos aie eotar shal sial viavels,e «ictetencres lavaiasnaretie 


Gross'profit on" sales’: okv ctecete e's, <istieis oa) tele ale olalolorseoaders fallen ores 


Selling expenses (itemized to correspond with ledger accounts kept)]........ 


Total selling expenses. sare <.a|scsns s1e) s ote oiere vie sole re cls isisieyaraveeverb evelliaryeuelare tere 


General expenses (itemized to correspond with ledger accounts 


IOP) cera tere scotone teat esrnes scathedsneteitina ss ofey edn 's ioSel ox Meyers roncucnare east cell Qrerai|ictenste. et 6: Geet Cee 


Totall'veneral expenselnn.. vec cre'avetcr erate ccersarate ctmrrc ities tires care eter 


Administrative expenses (itemized to correspond with ledger ac- 
COUNTS Kept prc weet s yaa tesa aieyee oseuart citys aictavaxek hore gunetee teva ioncccuee ene 


ERotalsadministrative: expenses a ae, ysricielsteters ce crete sic iors etter 
Total expenses...... te Rb i NA retain Se seshst |Win dete 
iNet profit on! sales SAHA Fe sorts etisconPeerae sere cee ere eee lara eee 
Other income: 
Incomieuwominviestinients inspite. aepanraenisiereteteie occu ate ciate ote | eee 
iinterest-on motes mecelvablem etc ames hele ererocranicn | merce 
Gross INCOME hae ae hades s Ser ae areal nets Gael aT | Cee 
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Year ending— 


19— 19— to—— 


Netincome——profit and losses. ciseectse stellen e selehaceic.s $ 
NGGEsPeclalicredi¢s|tO Proiit, and lOssera. ssi eta eat ats ell tsa eueciere 
Deduct special charges to profit and loss 


Profit and loss for period 
Surplus beginning of period 


Se i ee ee ie! i aes ei aay 


nee ide ee ee  ainales ans 


ee ee ce ieee ac ac 


Surplus ending of period 


seme e meee rere er errr e eer eereereeseleresreselesesresnleeeeeeee 


(For form of Balance-Sheet, see pages 802-803.) 
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APPENDIX B 


EXAMPLE OF PROVISIONS CONTAINED IN A 
PREFERRED STOCK. AGREEMENT 


The stock certificates of a company incorporated in 1921, contain the 
following definitions and provisions: 

1. “Gross Income” of any fiscal period shall be the gross sales of 
such period plus the income received from interest, rentals, commissions, 
dividends, and all other current revenues of every description. The Com- 
pany may set up reserves out of the gross income of any fiscal period for 
anticipated charges reasonably accruing but not capable of being definitely 
ascertained, but any excess of such reserves set up after December 27, 
1919, and remaining after such charges shall have been definitely ascer- 
tained, shall be included in the gross income for the fiscal period in which 
such ascertainment shall have been made. Gross income of any fiscal 
period shall further include any other net credits made during such period 
by the Company direct to surplus or to profit and loss, or to any other 
account which would make such net credits available for dividends on 
junior stock, whether such net credits arise from the sale of property, 
adjustments of reserves, or otherwise, but not if such net credits arise 
from the adjustment of reserves set up on or before December 27, 1919. 

2. “Net Income” shall be the balance of income remaining after de- 
ducting from the gross income of any fiscal period all returned sales; 
allowances and discounts to customers; raw materials, supplies, and direct 
and indirect labor used in the manufacture of finished products sold, sell- 
ing, general, and administrative expenses; reserves for insurance and 
inventory depreciation; all interest accrued on borrowed money; reserves 
for all current taxes, accrued and estimated; bonuses to general executive 
officials of the Company not exceeding in the aggregate their total sala- 
ries; bonuses to employees; bad accounts written off; reserves for doubt- 
ful accounts; and reserves for maintenance and depreciation of buildings 
and equipment at such percentages of the valuation thereof as the Com- 
pany may from time to time deem advisable, but in no event at a rate of 
less than 2 per cent of the value thereof for all buildings, 5 per cent of 
the value thereof for all fixed machinery and equipment, and 20 per cent 
of the value thereof for all automobiles, trucks, and wagons; and any 
other expenses, losses, and charges. 

3. “Fixed Assets” shall be the investment in plant and equipment, 
including land and buildings, plus all other assets of the Company except 
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only (a) current assets and (b) patents, trade-marks, trade-names, good- 
will, and similar assets. The investment in plant and equipment owned on 
November 17, 1916, and included in the appraisal of that date, shall never 
be valued at more than one million, five hundred thousand (1,500,000) 
dollars; and other plant and equipment then owned, as well as plant and 
equipment subsequently bought or installed, shall never be valued at more 
than cost, and both shall be taken after deducting the reserve for depre- 
ciation. The valuations placed upon the fixed assets of the Company at 
the beginning of any accounting period, in determining the amount of its 
net tangible assets, as hereinafter defined, shall be used in determining the 
amount of the reserve for the same period for the maintenance and depre- 
ciation of buildings and equipment provided for in the foregoing para- 
graph defining “net income.” 
4. “Current Assets” shall include: 


(a) Cash on hand and in bank, including cash in the sinking fund; 
good and collectible notes, accounts, bills, and trade accept- 
ances receivable, including accrued interest and rents and 
royalties receivable, but not including receivables represent- 
ing advances made to finance the acquisition of fixed assets; 
and prepaid insurance, interest, and taxes, and other prepay- 
ments. 

(b) Manufactured products; products in process of manufacture, 
and materials and supplies, such products, materials, and 
supplies to be valued on the basis of actual cost, or market 
value, whichever is lower. 

(c) Bonds of the United States Government at not exceeding 
their market value. 

(d) Certificates of indebtedness of the United States Government 
at not exceeding their par value. 

(e) Other readily marketable securities paying regular interest 
or dividends, valued at not more than the market value 
thereof (excluding bonds or stocks issued by the Company 
or by a constituent company, or issued by a corporation of 
which the Company or constituent company shall at the 
time own or control, directly or indirectly, a majority of the 
capital stock). 


5. “Current Liabilities’ shall include: accounts, bills, notes, and 
acceptances payable, maturing within one year after their date; loans from 
banks and bankers; salaries, wages, interest, rents, royalties, and taxes 
accrued, including income and excess profits taxes. 

6. “Net Current Assets” shall be the current assets, less the current 
liabilities. 

7. “Net Tangible Assets” shall be the net current assets plus the fixed 
assets less any debts not included among the current liabilities, including 
purchase money mortgages and debentures. 

8. “Constituent Company” shall be taken to mean any corporation 
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or association of which at least seventy-five (75) per cent of the shares 
having ordinary voting power (including directors’ qualifying shares) 
are owned by the Company. 

9. “Fiscal Period” shall be one or more accounting periods, at the 
option of the company, but shall never exceed fifty-three weeks. 

Definitions 1 and 2 refer to a consolidated statement of income of the 
Company and all its constituent companies, after eliminating all inter- 
company items and the proportion of the net income of constituent com- 
panies not accruing to the Company. 

Definitions 3 to 7, inclusive, refer to a consolidated palaces sheet ot 
the Company and all its constituent companies, after eliminating all inter- 
company items. In any consolidation of accounts made under these 
definitions, the addition to net tangible assets in respect of the net tangible 
assets of any constituent company shall in no case exceed the excess of the 
net tangible assets of such constituent company over the sum of the par 
value of the common stock (or the declared or stated value thereof, if any, 
in the case of common stock without par value) of such constituent com- 
pany not owned by the Company, and the proportionate interest of such 
unowned common stock in the surplus of such constituent company, and 
twice the par value of the preferred stock of such constituent company not 
owned by the Company. 

Any audit of the books and accounts of the Company and its constitu- 
ent companies made by a certified public accountant, and made, or cer- 
tified by such accountant to have been made, upon the basis of the 
definitions in this article contained, shall be conclusive upon the Com- 
pany and all holders of preferred stock, unless and until such audit shall 
be duly adjudged erroneous. 
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APPENDIX C 
TYPES OF APPROVED BALANCE-SHEETS 
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FEDERAL RESERVE BOARD 


ASSETS 
Cash: . 
Hae Cashtonvhand-——currency, and CGM, ria erent) ne rede ereetele 
tbs Cash im Panky wees otic: oe ecccosis cls vam «ee Mebsraocetereyeeceise fee sie ans aie eayereeveaherere 
Notes and accounts receivable: a 
3. Notes receivable of customers on hand (not past due).....  ......:-.. 
5. Notes receivable discounted or sold with indorsement or 
EVEN Gao dnc dooonmstDApoeboUchoGdoODOenegeresEn- oomogneoan 
7. Accounts receivable, customers (not past due)...........  .......... 
9. Notes receivable, customers, past due (cash value, $.......) .......--- 
rz. Accounts receivable, customers, past due (cash value, $.. Hj) Meee suet ae 
Less: 
lige, Moa Wmaial PKC aclouesbonouemadss  aoavodor 
15. Provisions for discounts, freights, allowances, 
GiCaiae aa onn ob cme Ona OOM Ceeoan  odoro oe to © doluckdord-ad Srekehshaisrenene 
Inventories: 
Tee Na WeIMAterial Oman oye cre.s ccere coors che ieteia eee eee Sic onsaeeyceeed. (ee etclestele tenes 
TO ea OOS IN PEOCESS 1 sincsaicte Arete ic tala ue eiaveeve tomer oe aie arora te Seis eras 
Drm mn Completed «COMtka CUSmemmnse se cre mite eerie) scene 
Lessupayments, onraccountibhenrcoha ese Leena acre 
2seabimished, ZOOS OMAN <pasccts «cia veveg cna spsnela-re:c. cate acemeneree edee elec ote eee cnet Renee Tene 
Other quick assets (describe fully): 
Poraliquickassetsi(excluding alllinvestiments) scerte cise ocle etereeic erie sree otic meinen eet 


Securities: 
25. Securities readily marketable and salable without impairing 
Che: busin esstwn. Sqn ioe foes Gah ards koe Ae ae ee ee eee ee 
27. Notes given by officers, stockholders, or employees....... 
29. Accounts due from officers, stockholders, or employees... . 


Rotal currentsassetsie. sviceicitoe ce ity Abou oMoneaMODO GED USO aS 


Fixed assets: 
SrLanade used fOr plants nee cake.ce SOA. ae ee eee 
Bombuudinesusedmor plantar ae eee earn cee eee 
SURE MUA CHIN er Vee yosPycmite tre atonal ce Onna eee es eee 
37. Tools and plant equipment 
S90. battemsrand, dra wines sccm aie enue erecta meee 
AvmOlicevturmiture and sixcir es) mee mei ae erate eee an eee 
43. Other fixed assets, if any (describe fully) 


45. Reserves for depreciation 


Total fixed assets 
Deferred charges: 


47. Prepaid expenses, interest, insurance, taxes, etc 
Other assets (49) 
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Form oF BALANCE-SHEET 


LIABILITIES 

Bills, notes, and accounts payable: 

Unsecured bills and notes— 

2. Acceptances made for merchandise or raw material pur- 

CHA SOC ee Me Wihatern F. Caan een Meer NTN a GA hk te A 
. Notes given for merchandise or raw material purchased. .......... 
. Notes given to banks for money borrowed............. .sseeecees 
mINOtest sold ithrousi pro kersmaneeper mn en a eer sae ee 
. Notes given for machinery, additions to plant, etc...... .......... 
. Notes due to stockholders, officers, or employees.......  ........-. ieee oa 


bnOoOwWOoOfL 


I 
I 
Unsecured accounts— 

14. Accounts payable for purchases (not yet due) ......... ....22000- 


16. Accounts payable for purchases (past due)............ .csseseers 
18. Accounts payable to stockholders, officers, or employees. .......... .sseeseaee 


Secured liabilities— 
20a. Notes receivable discounted or sold with indorsement or 
UAT ATL EY al (COTETE ies seomnce eu ciaue chy seecouctetoa scat as ancs lien ys abe Macaca seco eroucss 
2ob. Customers’ accounts discounted or assigned (contra)... .......... 
2oc. Obligations secured by liens on inventories...........  ..+++++0e- 
2od. Obligations secured by securities deposited as collateral .......... ..eseecaee 


22. Accrued liabilities (interest, taxes, wages, CtC.)........ cevccccens sesseeeees 


Other current liabilities (describe fully): 


Fixed liabilities: 


24. Mortgage on plant (due date........ ARAM TC RRO Cet ads nent rele 
26. Mortgage on other real estate (due date..... pocidip tion co aaabayoode 
28. Chattel mortgage on machinery or equipment (due 
aterresetrcrn : eee tel eaten ati te «scree Aenea cie ities sie saheloes mid ier ey ate cela 
30. Bonded debt (due date........ OE cae Some plsnciancis: os kebsheaseah sishasticssiagt AOA lepsbersta eimiahe © 


Net worth: 
34. If a corporation— 
(a) Preferred stock (less stock in treasury)........++++  seeeeeeeee 
(6) Common stock (less stock in treasury). .....-.200- seceseeoes 
(c) Surplus and undivided profits.................06.  sseeeeeees 


re? 


Less: ; 
(d) Book value.of goodwill. 2.2 ..ccscsciees: sacinncaes 


1G) ADSI: mmohcdaurc dD antaTeon OFOlTOCs OH oR on NONOOSTSHD | “Onc anonoor 


36. If an individual or partnership— 
(Gi. (Ghyll ASA er co oera tour Rtn te eee eenecerenees seeceeceee 
(b) Undistributed profits or deficit..........--2-e eee cece cece ee cece cence 


So 


nw 
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Statement Form Suggested by 
Federal Reserve Bank of New York 


CORPORATION 
STATEMENT OP 
Busiiess ADDRESS 
To BANK OF 


joe aR te ee : 
We make the following statement of all the assets and liabilities of this company at the close of business on the____day of 


192 __ 


and give other material information for the purpose of obtaining advances on notes and bills bearing our signature or indorsement, and 


for obtaining credit generally on present and future applications. 


(PLEASE ANSWER ALL QUESTIONS AND FILL IN ALL BLANKS.) 


ASSETS 

Cash on Hand and in Banks, | a ae (a eee 
Accounts Receivable ES a | 
Notes Receivable | ee 
Merchandise. ee lees en 
Other Quick Assets (Itemize). —— 

—_— ae ee 

Quick Assets teal 
Land and Buildings. ——Eo 
Machinery and Fixtures, (oo Hh A beet He a el 
Other Amew (Jtemize) a = —— 
TOTAL |/$ 


LIABILITIES 


Accounts Payable 
Notes Payable to Banks 
Notes Payable to others. 
Deposits 


Other Current Lisbilitles (Iremize). 


Current Liabilities 
Mortgages. 
Bonded Debt 
Orber Liabltides (Itemiza) 


Capital Stock Preferred, 
Capital Stock Common 
Surplus and Undivided Profits. 


TOTAL 


Merchandise. On what basis valued, cost or market? 
— 

Finishea $. Unfinished $. Raw $. 

If any goods are on consignment, state amount and circumstances 


Sales and Profit Last Fiscal Year. Net sales $s 

or Net Loss $. 
Dividends paid $. 
Accounts and Notes Receivable. State amounts and circumstances 
(a) If any are past due or doubtful 


(b) If any are pledged 
(c) If any amounts are due from direttors, officers, employees, sub-| 
sidiaries, branches, or similar sources 


Bonds and Stocks, State general character and whether readily 
salable at values stated. 


Insurance. Fire, on Buildings $. on Merchandise 
$. Life, in favor of company $. 


Contingent Liability, As indorser $. 
As guarantor $. No accounts or notes receiv- 
able have been sold, discounted or assigned with our indorsement or 
guarantee except as follows: 


Accounts and Notes Payable. If any are past due, state amounts 
and circumstances, 


During last fiscal year current liabilities were at a maximum 
oe) On 
and at a minimum ($. 


)on 


Mortgages and Bonds. State due dates of mortgages and on what 
assets a lien 


State due dates of bonds and on what assets a lien 


eee 


Are mortgages or bonds a lien on any current assets? 


If any other liens on assets, state amounts and circumstances 


Reserves and Depreciation, State what provisions are made. 


—x= 


We hereby certify that the foregoing figures are taken from the books of this company and that they and the statements contained 
on both sides of this sheet are true and give a correct showing of the financial condition of the company as of the above date. 


Signed this. 192 
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ADDRESS. 
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Statement Form Suggested By + 
@ederal Reserve Bank of New Yorks 


FIRM 


ra me ee 


To : 


and 


for obtaining credit generally on present an ‘e applications. 


BANK OF. 
We make the following statement of all the ascots and liabilities of our firm at the close of business on the 
ive other material information for the puree pone of obtaining advances on notes and bills bearing our signature or indorsement, and 
ah 


day of 192 


(PLEASE ANGWER ALL QUESTIONS AND FILL IN ALL BLANKS) 


ASSETS 


Cash on hand and in Banks. 
Accounts Receivable 
Notes Receivable 
Merchandise. 
Other Quick Assets (Itemize) 


Quick Assets 
Land and Buildings. 
Machinery and Fixtures 
Other Assets (Itemize) 


TOTAL 


‘Merchandise, On what basis valued cost, or market. 
Finished $. Unfinished $_____Raw §. 


If any goods are on consignment, state amount and circumstances! 


Sales and Profit Last Fiscal Year. Net Sales $ 
Net Profit $. Net Loss $. 
|Other Income $. Withdrawals $. 


Accounts and Notes Receivable. State Amounts and circumstances: 
/{a) If any .past due or doubtful_ 


(>) If any are pledged, 
() If any amounts are due from members of the firm, employees, 


branches or similar sources 


Insurance. Fire, on Buildings $ 
dise $. Life, in favor of firm $. 


LIABILITIES 


Accounts Payable. 

Notes Payable to Banks. 

Notes Payable to Others. 

De pOgl ts eat eee eapee eee nr See 
Other Current Liabilities (Itemize)__ 


Current Liabilitios 


Mortgages. 
Other Deferred Liabilities (Itemize)__ 


Current and Deferred Liabilities 
Net Worth. 


TOTAL 


Contingent Liability. As indorser $ 
As guarantor $. No accounts or notes receivable 
have been sold, discounted or assigned with our indersement or 


guarantee except as follows:. 


Accounts and Notes Payable. If any are past due state amount 


and circumstances. 


During last fiscal year current liabilities were at maximum 
See) 0 


& ee See 
Mortgages and Other Liens. State due date of mortgages and on 


and at a minimum 


) on 


what assets a lien 


Is mortgage a lien on any current assets?. 


If any other liens on assets, state amount and circumstances 


Reserves and Depreciation. State what provision is made____ 


el tify that the foregoing figures are taken from the books of our firm and that they and the statements contained on both 
ins of thie sheet are true and are a correct showing of our financial condition as of the above date. 


192 


Signed this____day of 


Firm Name. 


By, 


Member of Firm 
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Ox.t SOM 127, 


Statement of, 
Business. 


To, 


I make the following statement of all my assets and liabilities at the close of business on the. 


APPENDIX C 


si it Fe s ited by 
Faderaitaccrve) "Bank of New York 


INDIVIDUAL 
Merchant, Manufacturer, Ete. 


GOL CSS eee 


Bank of 


192. 


day of . 


and give other material information for the purpose of obtaining advances on notes and bills bearing my signature or endorsement, an 


for obtaining credit generally upon present and future 


ns. 
(PLEASE ANSWER ALL QUESTIONS AMD FILL IN ALL BLAN.<S) 


ASSETS 


Cash on Hand and in Bank 
Accounts Receivable 
Notes Receivable 
Merchandise 


Other Quick Assets (Itemize) 


Quick Assets__| 
Land and buildings (see Schedule on back) 
Machinery and Fixtures. 


oe oniy | 


Merchandise. On what basis valued, cost or market? 


Unfinished $. 


Finished $ 
Raw $ 
amount and circumstances 


If any goods on consignment, state 


Do you take advantage of all trade discounts _- 
Sales and Profit Last Fiscal Year, Net Sales $ 
Net Profit $ or Net Loss $. 
Other Income $. Withdrawals $ 
Accounts and Notes Receivable. 


State amounts and circumstances 


(a) If any are past due or'doubtful 


(b) If any are pledged 


(c) If any are due from employees, relatives or similar sources __ 


Bonds and Stocks, State general character and if readily salable at 
——ee 


values stated 


fosurance. Fire, on Buildings $ 


Merchandise $. Life $. 


Who is Beneficiary 


LIABILITIES 


Accounts Payable 
Notes Payable to Bank 
Notes Payable to Others 


Other Current Liabilities (itemize) ——______ 


Current Liabilities 


As guarantor $. No accounts or notes receivable 
have been sold, discounted or assigned with my endorsement or 


guarantee except as follows;. 


Accounts and Notes Payable, If any are past due state amounts 


and circumstances 


Current Liabilities. During last fiscal year, current liabilities were 


at a maximum ($ ) on. 
) on 


Mortgages and Other Liens. State due dates of Mortgages and on 


a 


at a minimum ($ 


what assets a lien 


Are mortgages a lien on any current assets? 


If any other liens on assets, state amounts and circumstances___ 


Age. My age is Date started present business 


Audits, Are books audited by a certified public accountant? ___ 
Give date of last audit 


I hereby certify that the foregoing figures are taken from my books and that they and the statements contained on both sides of this 
@beet are true and give a correct showing of my financial condition, as of the above date. 


Signed this day of. 192 


Name. 


Proprietor. 
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Porm No. 3 RevieedCORPORATION—CONFIDENTIAL FORM DESIGNED AND APPROVED BY THE 
AMERICAN BANKERS ASSOCIATION, 


Coxporate iS La a ee es ee 

Main Off ce.....2+ererereceeers Ss ers ’ 

Branches cossspcassascsvgcossessesess: SE SAP, sae Yows rOeserturipusosrooeysorser = sresiv0aseres:0/shiresusrrms Spex teradaspicdeedreet=cseeceroucvanresasers useudunsoastnsboveoe tie 
ECON OL LIANE usctes oetesaconateseces rinesey tapreceecasaaarsoriccnes7mtitespecee ea oat metitee aetiyeranietr aes tet trees Tveti Eos oe 


Condition Shown by.. 
pctdatas aa 


ASSETS LIABILITIES 


Cash on hand andin bank - + + 2 + « « Notes payable for merchandise + = - + = 


Notes receivable of customers: 
Cirments © <<) '= < © « » \* © ¢ 


Acceptances issued - = = 2 2 = = «© © 


Notes payable to banks CR PURI PERS IN 


Past due, cash value - + * + 2 © © « Notes payable for paper sold = = = = = = 


Accounts receivable of customers: 
Currentie < ° « © «© © © © © 6 © 
Past due, less than 6 months « *« «© « « 
Past due, over6 months - + + *« « « « 


Notes payable to officers, directors and stockholders 


Notes payable toothers = + « = + © = 


Accounts payable—not due - -« * + = « 


Accounts payable—past due - » + = = = 


Acceptances of customers +» *¢ © © © 2 © 


Merchandise: Accounts payable to officers, directors and stock- 


Finished- + + 2 e+e © © @ we wow 
In process, unfinished © «© © © © © «@ 
Raw material - + © © © © © © @ 


holders - - = = = © © + 2 # © © 


Deposits of money with this Co. by officers and 


others ® fe" 6 fee "ace ce us je ue 46) 9 
Collateral pledged to loans: 
Notes receivable + «© + © « © « # « 


Secured liabilities by notes receivable- + + « 


Accounts receivable - + - *« «+ + © ¢ 


Accounts receivable » * © *© © © © «© 


Trade acceptances + © © © © © © «© Trade acceptances = + + * = + « = 


Merchandise + + + © © © © «© © « Merchandise - += + - © © # + © = 


Securities - © © «© «© ec e eo ew oe Securities - - © « «© « «© «© © © « 


Other active assets Any other current liabilitie 


Total active assets + © + © © © © @ Total current liabilities. 


Mortgages or liens on real estate + - + = = 
Bonded debt - - - = + © © © © « = 


Chattel mortgages - - + + * © © = = 


Due from controlled or allied concerns: 
For merchandise = + © = «© © # # «© 


For advances + + = © © © © @ © @ 


Stocks, bonds and investments + + + + ¢ Any other liabilities—itemicze....... 


Land) © .° be. =! ce) 2 wey 14.00. 
Buildings = «© 2 0 5 2 © © oe eo 


Machinery, equipment and fixtures + + + © 


Total liabilitic 


Horses, wagons and automobiles - - + + * 


Notes receivable—due from officers, stockholders 
andemployey- + + + + = = + = + 


Reserve—itemiz 


Accounts receivable—due from officers, stock- 
holders and employees - - + + + 


Good will, patents and trade marks - + Capital stock—pref. outstanding - + - + = 


Other assets itemize msn Capital stock—com. outstanding - + - = = 


Capital stock—no parvalue + + = = = « 


Surplus and undivided profits - - - + + = 


TEOTAL = (om) "3! fo = ae) (608s) vale 


Deferred assets « + + © = 4 © = 


OTAL “2 es 6 ¢ + 8 = « 
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CONTINGENT LIABILITY OF ANY KIND 


= a 
Upon receivables discounted or pledged - + + + = = © © © = © 2 = 2 ee et eee 
Upon accommodation paper or endorsements + = - = * * + * + = = © = © * # # © = 
Customers’ accounts sold and assigned - + © + = © © © # = © = © © © © © e # = 
As guarantee for others on notes, contracts,etc. - = + - © + 2 * = © = = © © = e+ = = 
For bonds or unfinished contracts = + = + = - © = = © = = © © © © © © © = © © = 
Forleasetismie, op mmist 's4eg Geiss: o) Joucen ents) sesh is!) (s) ile, keh tefl iw) imi sseenroe = 
Other contingent liabilities - - - - + © 2 = © = © = # 2 = = © = © 2 2 2 ee 
: COMMITMENT LIABILITY 
Contract price of goods purchased, delivery to be made during 192 Site Ps (ek ea ceite, Pel (ol) (afta a 
Present market value of goods purchased, delivery to be made during 192 Pe ry 
Insurance. Fire, on Buildings $.......... ARE SU eas Se. .-Machinery, Fixtures and Equipment $.2......ccessscsesese Sire RR ec SE ca, 
Merchandise 9. aeeeesreee Life In favor of Company $s scene nnemeneme seit is ie Sopa 
Condensed Profit and Loss Statement for Fiscal Year Ending 192 


—————S—— 


INCOME 


EXPENSE 


Cost of material or merchandise consumed - - INetisalesive: (of oo Matinee = on alt elaine 


Actual expense of conducting business, including 


From investments 


rent, taxes, insurance,etc. = = 2 = = = From discount in purchase o seb om 64 10) oy « 


Salaries paid to officers + - + = = From other sources—itemize. 


Ant. on borrowed money, bonds + + 
Bad debts charged off - + + + « 
Depreciation charged off - + + = 
Net profits - - + = + 2 « « 

FLOTAL Sy i= io umm (el ve te le 


At close of previous year §. 
Less charges not applicable to current year = * + + = 
Add net profits as above—itemize - - + « « + + 
Less dividends (Preferred—per cent) + += + + + + 

(Common—percent) + + = = = = 


(No par—percent) + + = + © « «© 


Undivided profits - - - = « « «= «= s « = « 


= 


; We hereby certify that the foregoing figures are taken from the books of this Company, and that they and the statements contained on both 
sides of this shect are true and give a correct showing of the financial condition of the Company. 


Signed chigusssmese so one Ay Ob eee eee By ee, 
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Form No. 2—FIRM OR INDIVIDUAL—Manufacturer or Merchant. FORM DESIGNED AND APPROVED BY THE 
AMERICAN BANKERS ASSOCIATION. 


For the purpose of procuring and maintaining credit from time to time in any form whatsoever with the above named Bank, for 
claims and demands against the undersigned, the undersigned submits the following as being a true and accurate statement of, ; : 
financial condition on the following date, and agree........,...that if any change occurs that materially reduces the means or ability of the undersigned 
to pay all claims or demands against............ the undersigned will immediately and without delay notify the Bank; and unless 
ney is so notified, it may continue to rely upon the statement herein as a true and accurate statement of the financial condition of the under- 
Bi . 


Condition shown by. 


oks and inventory of. 


ASSETS. LIABILITIES. 


Cash on handandin bank, + - « - + + - 
Accounts of customers,(good), + - + - + - 
Notes and acceptances of customers (good), - 
Merchandise (at cost): 


(1) Manufactured, + + 
(2). Raw material, - - 
(3) Stock in process, - | 


Total quick assets, + 
Due from partners’ notes, accounts receivable, 


Due on open accounts, - - - + + + = 


. 


(2) Otter acceptances, - + + + + + = 
Notes payable for merchandise, - + - + + + 
Notes payable to own banks, - + + + + + « 
Notes sold through brokers, - + + + « + « 
Notes payable to others, - - + = + » « « 
Money on deposit with us, - + + + & « « 
Other current debts (itemized) 


ta us Gee) ells ss fe (S06 ve is 
Plantand machinery, - - + + © - 2 2 © 
Furniture and fixtures, - - + + + © «© © © 
Real estate (value: mortgage entered in liabilities), 
Other assets (itemized) 


Total current liabilities, - - + - + « - 
Debt secured by mortgage—when dui 


INet'worth, ©. - =e © © ss os « = 
Reserved seiay iain) aye) nine) (aie) 1a) o 
Notes receivable and acceptances discounted or sold 
Earwith endorsement or guarantee (contingent lia- 

DUy) celal =|. wleey) Ss) = 0 8) 6 


Acceptances: 
(1) Issued in payment for merchandise, - + 


and our condition today is fully as good as set forth by the above figure’ 


Condensed Profit and Loss Statement for Fiscal Year Ending ......ssssessssesssssrsssesessansssssenessesesvesssnsessssssesvsansersensssesssseesL Que ssscee 
EXPENSE, INCOME, 

Cost of material or merchandise consumed, - - Netsales, © - © es ee ec ee we ww 

Actual expense of conducting business. Including From investments, - « © © «© «© «© = = « 

went, taxes, insurance,etc, - - = - - = From discounts on purchases, + = += = = « 


* 
’ 
. 
. 
’ 
’ 


Salary drawn,by myself (ourselves), - + + = From other sources (itemize), 

Interest on borrowed money, - - - + * = 

Bad debts charged off, - - - + = + + = 

Depreciation charged off, - - = - + + = = 

Net profits, - ----+-+-*-*-++- 
TOTAL Me reinia ot eemtatte s 


Net worth at close of previous fiscal year, 
Less charges not applicable to current year, + - = + = = 
Add net profits asabove, - - ---*- 7s e2 
Less—Withdrawals, other than salary as above, + + = = 


Net worth, - - - +--+ - - + : padtaupiaits Ubbalea aeamnteer sions 
ooo oo oDeaoaoaooeEeeeeeeeeaa@@a@<@aQqqqoQQqqemeeeeessesesesesses—oaSsSsa>soa=«a>a>a>aas,] 
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CONTINGENT LIABILITY.—We have no contingent liability of any kind as endoreer or guarantor not noted above (except as follows): 


Our merchandise is insured fOr $.sscsesesssssssvsssseeseseees Prveneaetarenccarirets Plant, building and machinery, $......ssssssssssssssssssssssssssssssssssoessssrees 
Beneficiary... nnsesssecsen ebeiei poner 
None of the accounts or notes'receivable included in the within statement have been assigned, pledged or discounted (except as follows) :.....0:00000 


Life insurance carried [Or $.vsssscccsssssescsssseeerssssuusessessuneesenssen 


No other contingent liability (except) 
Neither have any of our other assets been pledged or assigned as collateral for any of our liabilities (except a8 fOllOWS) 2.........-cssssossssscsssssseeeeessesssenesees 


Assets on which mortgages are a lien 


Our partnership terminates... 
We have no interest in any other concern except (name affiliations and location). 


Quatsiderresources Of er Ores AC. cex cosas cessoncerecosensréonsonseatoe ioredsnsshsss eashratsevonterehote4s fassvatsxsspuceretsdssadsi gsasst nok yiboantntoosestrssnony sopsssetatasat Gesreontcteatseeeae eae eae 


Our {Gomera aver: = placed ‘through (name ibroker: or. broleers) isscccctssassossteccscescasoutooesesvoxectenueecavsssnechnstssstraeersoaneeoeoeoeereasieee  e 


} audited by a certified public accountant... 


Phe date) of) last Budit: W8.ccsesescoscocssccsesdrctsseccesisistsapseretecearenestanneeeer made by. 


BANK ACCOUNTS LINES GRANTED Under Discount on Statement Date 


GENERAL PARTNERS: 


sss bersonal worth outside of this business, $...........cs000 


sees Personal worth outside of this business, $.......c...ss00r0 


sensesnnnneecenssanensonnnsnnnesentnnvarsesssnnnsattstnnessssonnnnsenssonserssgsnnecssannsiiuistnasscsseee CPeOnAl Worth outside of this business, $..........ccssssssecscsssessssveccessecessseeeese 


(Please ‘sign; firm's: name: bere). ccsacasaresasetaresscenriasniclerperreerisiecitignart Grandia ror terigannent hte cree Reimer eee 
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CORPORATE FORM 


NAME (Corporate Style Under Charter) CREDIT FILE No. 
LOCATION 


To American Exchange Irving Trust Company, New York 


The following true and accurate statement'of the financial condition of this Corporation on the day of 19 is 
made and furnished by the undersigned for the purpose of procuring Credit from time to time with you for our negotiable paper or 
otherwise, 
NCE Si 
— QUICK ASSETS: 
‘Cash on Hand: 


———Cash in Banks (Schedule 1) 
Notes Receivable (Schedule 2) 
———Accounts Receivable (Schedule 2) 
}-——— Inventory (Schedule 3) 


w— INVESTED ASSETS 
Land(Schedule 8) 
Buildings (Schedule 8) 

Machinery, Fixtures, Equipment (less Reserve $ 
Investments (Schedule 4) 

——_——-Patents and Goodwill 


DEFERRED CHARGES 
‘Unexpired Insurance Premiums 
Prepaid Interest, etc. 


——— 


— ee 


‘LIABILITIES 
—SHORT TERM INDEBTEDNESS (Due Within One Yeer) 
‘Notes given for Merchandise 


Notes given for Borrowed Money (Schedule 1) 
Accounts Payable (Schedule 6) 
Liability for Acceptances under Letters of Credit(Schedule 1) 


Deposits of Money (Schedule 5)—-——————— 
Dividends Unpaid, Accrued and other Liabilities 


—_LONG TERM INDEBTEDNESS (Due After One Year) 
n—_—___ Note» given for Borrowed Money (Schedule 1). 
Deposits of Money (Schedule 5) 

—__—_ Bonded Debt (Schedule 7) 

Mortgages on Real Estate or Chattels (Schedule 8) 
—_— Other Liabilities due after one year. 

Special Reserve (Not Deducted from Assets). 


——— 


— CAPITAL 
Preferred Stock Issued 


Common Stock Issued 


Surplus (As per Surplus Account) 


Deficit (As per Surplus Account) 
—=S————————— 
—A mount of Forward iurchases not included in either Assets or Liabilities 


FIRM SIGNATURE 


saat ——— sss 5 I 
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CONTINGENT LIABILITY (Federal Reserve Bank Requirement) 


For Accommodation Endorsements or Guaran’ 


Upon, Customers Notes Etat 
| Discounted, Sold, or Otherwise Transferred Uister Conditigna? Sale! Contracts 
Upon Drafts Discounted or Sold or Purchase Arrangements 


Upon Bonds or other Obligations of Subsidiary Cos. -—{—} Under Agreement for Stock or other Subscriptio 


Upon Leases fa fa Under Pending Law Suits 

Upon Unused Letters of Credit Outstanding Be ee es 
i Is this Firm a guarantor or endonser of any liabilities of any individual, firm, or corporation, or is it liable under any contracts, bonds 
‘ or profit sharing arrangements or any other agreements, or are there any Jaw;suits pending except as set forth above? 


PROFIT AND LOSS ACCOUNT ie 19 to 19 
Inventory at beginning of Period ( 19) Inventory at End of Period ( rae 
Purchases-Net (Less Returns. etc,$ Sales-Net (Less Returns, etc.. $ 5) 
Operating Expenses Commissions Earned 
General Expenses =e Discounts Earned ees 
Bad Debts Charged Off Income from Investments, etc. --] 
Depreciation Charged Off Losses of Previous Periods Recovered 


' Reserves Created 


19 
| Deficit at beginning of Period i Ea Surplus at beginning of Period Esra 
[Dividends Paid Pref. $ Com. $ haley liane Credits to Surplus during Period 
Special Reserves Created 
j Other Charges to Surplus 
ay are) 
Net Loss (From P & L Acct.) Net Profit (from P & L Acct.) 
Surplus as per statement Deficit as per Statement 
TOTAL 
aoe ASSETS COVERED BENEFICIARY ASSIGNEE 


Fire Buildings and Equipment 
Cre a 
Life Endorsers or Executives —— 
Other Kinds 

TOTAL 


ecurities, Endorsements 
of Guarantees given 


DEPOSITARY BANKS 


OTHER SOURCES OF CREDIT 
(Note Broker) 


Total as per Balance Sheet 


|_lf your Branches borrow locally, state amount owing not included in bills payable (Schedule 1) 
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SCHEDULE 2 - NOTES AND ACCOUNTS RECEIVABLE 


DESCRIPTION Notes Receivable Accounts Receivable 


DUE FROM TRADE DEBTORS (Not including any item in “Other Debtors”) 
or Merchandise Sold upon Regular Term: 


Accounts Receivable over Six Months Old or Past Due Notes 


DUE FROM OTHER DEBTORS (Inter-Company, Controlled Companies, etc.) 
Officers, Directors, Stockholders or Employees ——_—. 


Own Selling Houses or Branches 
Subsidiary Corporations. 

Allied, Controlled or Afiiliated Interests 
For Capital Stock Sold 

For Merchandise on Consignment 

Cash Advances (Security Therefor if Any $ 
Commissions Due and Payable 
Other Accounts and Notes Receivable 


TOTAL OTHER DEBTORS 
Less Reserves Created to Cover Passible Discount and Losses 


TOTAL AS PER BALANCE SUEET 
What Amount of Notes or Accounts receivable has been Discounted or Pledged? 
SCHEDULE 3. INVENTORY (Should be taken at cost or market price - whichever is lower) 


DESCRIPTION 


inished Merchandise How Priced* ) 


Supplies, etc. 
Other Items Included in Inventory. 


TOTAL AS PER DALANCE SHEET 
What Amount is held by you under Trust Receipt? 

What Amount do you hold on Consignment (Included in Inventory?) 

What Amount has been Pledged as Collaterg! for Loans or Advances? 


What Amount has been priced at more than Cost? 
What is Amount of Unfilled Orders on Hand? 


Less Reserve and Allowance for Merchandise of Obsolete Pattern or Otherwise not Readily Saleable isa 


SCHEDULE 4 INVESTMENTS 
TSCTTON OF SRT FS wvouwr ee seat 


SCHEDULE 5 .DEPOSITS OF MONE 


Security, Endorsement or Guarantees 


ESS) 

(Sa eed aad 

aed 

a 

eee |e eee | 
eet ees 
errs 
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“ “ 


“ 


Due Officers, Directors, Stockholders or Employees 
Other Accounts Payable 


Amount Issucd sad Amount Pledged as j Maturity 1 Rate of 


*Upon what Assets are the above described Bonds a lien? 
Provision for Retirement 


’ OWNER RECORD VALUE LORTr 


TOTA 


-VERIFICATION ——Iff your books have been audited by a Certified Public Accountant state his name 
~and date of Audit 


—CHARACTER OF BUSINESS (Federal Reserve Bank Requirement) 
—Describe briefly the character of Business you conduct 


PURPOSE OF BORROWING _ (Federal Reserve Bank Requirement) 
State whether the procceds of Loans applied for or to be applied for are to be used 


(A) For Investment in Securities, Lands, Plants, Buildings, Machinery, Improvements or equipment 
(B) In the Production, Manufacture and Distribution of Commodities of Agriculture, Industry or Commerce 
-MAXIMUM AND MINIMUM LIABILITIES 
-When did your Liabilities reach their Maximum last year 19—— Amount $ 
rm em 19 - 


~Have any of your Accounts been Assigned or Assets Pledged or is there any Lien upon them except as noted above?__._ 


N. B. It is moot essential thet each question be fully answered. 
AFFIDAVIT 
STATE OF 

S. 8. 


COUNTY OF 


vrenitesenanrennabeing duly sworn deposes and says; that 
f 


he is... o! 
the Corporation’ whose financial statement appears above, that he signed the said statement after reading it and the ac- 
companying schedules, and that the same is ip all respects a full, true and accurate statement of the financial condition of 


said Corporation on the-—.—-- anday of, 19 Sworn to before me this....... 


TYPES OF APPROVED BALANCE-SHEETS 


FIRM NAME 
LOCATION 


CREDIT FILE No. 


To American Exchange Irving Trust Company, New York 


The following true and accurate statement of the financial condition of this Firm 


on the day of 19 is 


made and furnished by the undersigned for the purpose of procuring Credit from time to time with you for our negotiable paper or 


otherwise. 


BALANCE SHEET 


(Federal Reserve Bank Requirement) 


ASSETS 
UICK ASSETS 

Cash on Hand 

Cash in Banks (Schedule 1) 


ITEMIZE | 


Notes Receivable (Schedule 2) 
Accounts Receivable (Schedule 2) 
Inventory (Schedule 3) 


INVESTED ASSETS 
Real Estate (Schedule 8) 
Machinery, Fixtures, Equipment (less Reserve $ 
Investments (Schedule 4) 
Patents and Goodwill 


DEFERRED CHARGES 
Unexpired Insurance Premiums 
Prepaid Interest, etc. 


LIABILITIES 
INDEBTEDNESS DUE WITHIN ONE YEAR 
Notes given for Merchandise 


Notes given for Money Borrowed (Schedule 1) 


_TOTAL_ASSETS _ 


815 


Accounts Payable (Schedule 6) 


Liability for Acceptances under Letters of Credit(Schedule 1) 
Deposits of Money (Schedule 5) 


Accrued and other Liabilities 


Me ee ee ee eee 
INDEBTEDNESS DUE AFTER ONE YEAR 
———— 


Notes given for Money Borrowed (Schedule 1) 
po a 


Deposits of Money (Schedule 5) _ 
——____Mortgages on Real Estate or Chattels 


Other Liabilities due after one year 


_Reserve a/c (Not Deducted from Assets) _ 


TOTAL LIABILITIES 
CAPITAL OR NET WORTH 


ee - 


> Amount of Forward Purchases not included in either Assets or Liabilities 


TOTAL 


: 


FinM SIGN. 


Ui ees 
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CONTINGENT LIABILITY (Federal Reserve Bank Requirement) 


Opor- Customers Nore: Under Conditional Sale Contracts 
Discounted, Sold, or Transferred or Purchase Arrangements 


“Upon Drafts Discounted or Sold Under Agreement for Stock or other Subscription! 
.ccommodation dorsements or Guarantees Under Pending Law Suits 


“Upon Obligations of Afiliated Concerns 
Upon Unused Letters of Credit Outstanding 


Is this Firm a guarantor or endorser of any liabilities of any individual, firm, or corporation, or is it liable under any contracts, bonds 
‘or profit sharing arrangements or any other agreements, or are there any law-suits pending except as set forth above? 


PROFIT A! 19 tf 19 


faventory at beginning of Period [1.1 __|_lnventory at End of Period fen ca ff eae 


Purchases-Net s Returns. etc., } 
Operating Expenses 


eral penses is 


Income from Investments, etc. 


Losses of Previous Periods Recovered 


Bad Debts Charged O. 
preciation Be 
NET PROFIT 
TOTAL 


oss During Period (from P and L Account) 
Co-Partnership Withdrawals =a 
(not included in expense of running business) 


Other Charges to Capital Account 


Capital (per statement) 
TOTAL 


INSURANCE 


ao Saas cova mvercany [sion ——_—‘ 


Fire Merchandise 
“Fire Buildings and Equipment 
Credit Accounts and Bills Receivable 


Partners 


| 


SCHED. 1 -CASH, NOTES GIVEN FOR BORROWED MONEY, AND LIABILITY FOR ACCEPTANCES UNDER LETTERS OF CREDIT 
DEPOSITARY BANKS past Balance ust wine 00, Usierof Sistema ecurities, Endorsement 


OTHER SOURCES OF CREDIT 


= 
(Note Broker) 


Total as per Balance Sheet 


pau your Branches borrow locally, state amount owing not included in bills payable (Schedule 1) $ 


ee 
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SCHEDULE 2- NOTES AND ACCOUNTS RECEIVABLE 
DESCRIPTION Notes Receivable Accounts Receivable 


TRADE DEBTORS (Not including any items in “Other Debtors") 
For Merchandise Sold upon Regular Terms 


Accounts over Six Months Old or Past Due Notes 


be ES Bee es 
Partners or Employees t+-—_+— 
Own Branch Houses ~ 
Allied, Controlled or Affiliated Interests 
Agents for Merchandise on Consignment 
Cash Advances (Security Therefor if Any $ ae 


) 
Other Accounts and Notes Receivable pa [eee] 
TOTAL 
Less Reserves Created to Cover Possible Discount and Losses 
aimee ee ee 


What Amount of Notes or Accounts receivable has been Discounted or Pledged? 


| 


SCHEDULE 3 INVENTORY (Should be taken at coet or market price - whichever is lower 


Taken 192 B: 
DESCRIPTION 


Finished Merchandise (How Priced* 


Merchandise in Process (ens 


Raw Material {Cuts 


Other Items Included in _Invento 


Less Reserve and Allowance for Merchandise of Obsolete Pattern or Otherwise not Readily Saleable 
TOTAL AS PER BALANCE SHEET 


What Amount is held by you under Trust Receipt? 
What Amount do you hold on Consignment (Included in Inventory?) 


What Amount has been Pledged as Collateral for Loans or Advances? 


What Amount has been priced at more than Cost? 
What is Amount of Unfilled Ofders on Hand? 


SCHEDULE 4 INVESTMENTS 


DESCRIPTION OF SECUMITY [ry Shares’ Jt MARKET VALUE Meet kscteuns AMOUNT PLEDGED 


SCHEDULE § .DEPOSITS OF MONEY 


NAME OF DEPOSITORS Ce Security, Endorsement or Guarantees 


TOTAL AS PER HALANCE SHEET 
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SCHEDULE 6 - ACCOUNTS PAYABLE 
DESCRIPTION 


For Merchandise Purchased upon Regular Terms, Not Due 
a “ “ “ “ “Past Due 


Due Partners or Employees 
Other Accounts Payable 


TOTAL AS PER BALANCE SHEET 


SCHEDULE 8 REAL ESTATE (Please give full particulars of each parcel) 
OWNER OF RECORD VALUE TNCUMBRANCE EQUITY 


DESCRIPTION 


‘TOTAL AS PER BALANCE SHEET 


VERIFICATION If your books have been audited by a Certified Public Accountant state his name 
and date of Audit 

CHARACTER OF BUSINESS (Federal Reserve Bank Requirement) 

Describe briefly the character of Business you conduct 


‘ 


PURPOSE OF BORROWING “(Federal Reserve Bank Requirement) 
State whether the proceeds of Loans applied for or to be applied for are to be used 

(A) For Investment in Securities, Lands, Plants, Buildings, Machinery, Improvements or equipment 

(B) In the Production, Manufacture and Distribution of Commodities of Agriculture, Industry or Commerce 
MAXIMUM AND MINIMUM LIABILITIES 


When did your Liabilities reach their Maximum last year 19 , Amount $ 
Cheat ae “ 7 Wogan ee 19. o 


Have any of your Accounts been Assigned or Asscts Pledged or is there any Lien upon them except as noted above? 


E 


aan SaaSERAANMaAS 
OF PARTNERSHIP | INVESTMENT | OUTSIDE RESOURCES LIABILITIES 


SPECIAL PARTNERS 


N. B. It is most ential that each question be fully answered. 
AFFIDAVIT 
STATE OF ' oe = naan being duly sworn deposes and says; that 
companying 
of said Firm, 


19 


TYPES OF APPROVED BALANCE-SHEETS 


819 


CORPORATION STATEMENT 


TO THE CHEMICAL NATIONAL BANK OF NEW YORK 


The undersigned, for the purpose of procuring and establishing credit from time to 


time with The Chemical National Bank of New York, hereby furnish the following which is represented and warranted as being 
a true and correct statement of the financial condition of the undersigned, including all liabilities direct_and contingent, on the 


day of 


19 
undersigned, it is agreed that in case of the failure or ins 


In consideration of the granting of credits by the said bank to the 
olvency of the undersigned, or the commencement of bankruptcy pro- 


ceedings by or against the undersigned, or on the happening of an act of bankruptcy or on the appointment of a Receiver of 
the property of the undersigned, or on recovery of a judgment against the undersigned in a Court of Record, or the levy under 
attachment or execution upon any property of the undersigned, or in the event of it appearing at any time that any change has 
occurred in the financial condition of the undersigned that materially affects the ability of the undersigned to pay all claims and 
demands against the undersigned, or in the event of the death of the undersigned, or in case the following statement is untrue 
in any particular, all claims, demands and obligations held by said bank against the undersigned (unless said bank elects to the 
‘contrary) shall immediately become due and payable, and said bank shall have a continuing lien therefor against the balance of 
any deposit account the undersigned may have in said bank, The undersigned further agrees to notify said bank promptly of 


any change that materially reduces the pecuniai 
bank wih a true and correct statement of the 


responsibility of the undersigned and at any ume upon request, to furnish said 
ancial condition of the undersigned in such form as may be satisfactory to said 


bank, and that this statement is to be regarded as continuing until another statement in writing shall be substituted for this 


statement. 
ASSETS 
Cash: 


MGV SI TOES ANIL Ursa ontsc cn vonanaunesprasentiasestsrcistk cea ce¥ecst aspuvaussdi a> shres-it cavestes 


Current—For Merchandise Sold.....|}.........}.. 


From Subsidiary or Associated 
Interests ..cesecceorsce assseotecare 


From Officers, Stockholders, Em- 


Ployees OF OtherS........cscseceeeers 
Trade Acceptances.... 
Accounts Receivable: 

Current—For Merchandise Sold.... 
Past Due—For Merchandise Sold . 
From Subsidiary: or Associated 

FACETOBtS (sep escsesseitvoossassernsecesAivens 

From Officers, Stockholders, Em- 
ployees or others. 
Suspense Account...... 
Merchandise: 
Raw Material. 
In Process . 


ED ISHEG escsecrssposncsssccrrsonseessenses tonranés Preeeset Ba} 


Real Estate and Buildingr: 
For Business Use.... 
For Other Purposes.., 


Investments: 
Government Securities..... 


Stock Exchange Securities. 
Other Investments........ 
Insurance, Taxes, Etc., Prepaid... 
Good Will, Patents, Drawings, Etc. 
Other Assets and of what composed: 


ee 


Surplus and Undivided Profits. 


LIABILITIES 


Notes Payable for Borrowed Money: 


To Depositary Banks........ ........ hoc anh ee] cae tord foresee 


Through Commercial Paper Bro- 


MOUS ce rnceprcacsesitanstenetatueclemnesttitta ceceseslscensesrs| ceaeese seinen 


Lo) Others vecccciresperrcacses 
Notes Payable for Merchandise 
Trade Acceptances Apes 


Accounts Payable for Merchandise: 
Past Due .... 


tion 
Accrued Interest, Taxe: 
Real Estate Mortgages (due 
Bonded Debt (due. 


Other Liabilities: 


Reserves: 
For Depreciation of Plant 


For Doubtful Accounts. 
For Discounts.............. 


Capital Stock: 


RSH OTILOU esac cetrsssencarucstorerseak i etm entfveeeniee 


Preferred 


“Preferred . 
Common 


TOTAL 
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PROFIT AND LOSS STATEMENT 


Net Sales .... 

Cost. of Sales: 
Materials—Merchandise .....sscoesecceccersersererereeeersreees ( oe ee 
Productive Labor. 5 
Overhead Expense... 


Gross Profit on Sales. 
Less: Selling Expense. 
General Expense 
Administrative Expense. 


TO TAT pata ehe te srasaacbmctat calc ec aee ss Oe Gm 
Net; Profit Orn Sales si. ccnccvcese.vcavstestinnyscterestsacesstoye: tesuencevoresassstects‘ensvavapedsveseocssosnsneiapraansractssneiahee santadicesieyqayees) |Shuasemanmemnacatnee eee ee 


Other Income: 
Naiteventiccsy sicgte-ntecceisescversstyerapcutgnetestveurcntsasazetriececes 
Discounts ..... 
Commissions 
From Investments 
Loss of previous periods recovered 


Gromit Connie seas ey ia cstes execs idee csneer snestava dees rut eegaudroavunrcsstad tapstnnesoesaptvneaspsnurestayecsietadeiys Yelvattyeresasarddaese, eaptnercseet= 
Charges against Income: 
Interest 
Discounts 

Bad Debts .. 
Depreciation (Plant, etc. 
Depreciation (Merchandise) 

Other Charges (Specify) 


*Less Dividends: 
Preferred, -ratecsscassdcorrdeuscsssstiavecch nro toes 
Common, rate 


Net Gain (or Deficit) for Period 
Surplus and Undivided Profits, close of previous fiscal year. ae 
Surplus and Undivided Profits as shown in Balance Sheet Herewith ..........cccccccccsesesseseseevesseceseseevenveres pee 


*Please give date of last dividend declared.........:.c:cc:e:60 sescscacserresseccssssssecncessesssvapsenceneve 


Please give date of last dividend paid 00.0. ceeccecccccccesseccmes ecseeceeee 
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Are any assets pledged, except as mentioned above? If so give details 


! 


Is inventory based on cost or market, whichever is lower f not, upon what basi: 


eaehaabeseteesenvesenesnnnyserenectseseseparnensecsscvevsspavansssssercepernensssesen tes teeee eve aevensnersssaesssesersuenrececserensnnarseteeseans 


Has actual inventory been taken or do figures represent estimated Value?.o.cccccccsscsesesesssessescsesesssscssscosscecsssueseeasarevetsvateavavsseciveerapsese 
Inventory taken by Whom......s..:seeereee thay care room eee RC 
At what period or periods of year is inventory usually taken?. 
Are books audited by Certified Public Accountant?. 


.... State date of last audit and by whom 


Is any Merchandise held in Trust? $.....,:.scsssssvessssseeesseeeesneee sees Under Consignment? $. 
Amount of Advance Merchandise Purchases or Future Delivery Contracts §... 


Contingent Liabili 
Notes Receivable discounted, assigned or pledged.......:sscsessscsssosscsscesssssssessessssscrcssssnsssssnsssasspeseseaseseaossnensostsasncensanen oe 
PRECOUNGET EC CIVADICASSIONEG LOLs PIC Re serxsctrcursensrerrvosunversacusstccrsssaesdeponsssonys cnecayacesersbenvonpsarsavsessicrsstvedrvesapsieeeisebsovars 3 
Trade Acceptances discounted or pledged.in.cccccseeee Rrdadaiisve tiv aivaunssbiaannsiee renee 
As accommodation maker, endorser or guarantor on notes or accounts of others.. 


As guarantor of Bonds or Mortgages of others (Principal $.:...0.ccccceceeeen Interest $ 
Letters of Credit and Acceptances.....c.ssescssersersere aes tas oe ea nee Sac avc Tis doin Sek ann odessa a vaaverts fansaullg iashtTeess Charo c nae 
Other Contingent Liabilities (Specify) 
What provision has been made for Federal and/or State Taxes? 


Are any suits or judgments pending or unsatisfied ?........ccscccccccssssessssssesecserseeseneserenenssenesscessasecse sarteevanenens iincgactepehaames ON eaRLDERT 


Is Real Estate carried at cost or appraisal value? Specify. 
Insurance; 
OUCH ARI OISG Sr avrccreisnncssiicaileviieadencsisssacesessstrcressbacness Maia a 
Gio rr asranciivnateashipssvisestureseerssxorsesid CBeneh lary icrcsssivccsstsenyascosesseers Vis edinvanacne en tconvdavedaxeyvaurayagceaeyti ivenyvssennsnetielnettoaeseeaena) Fores ) 
ROSCOE Sisersnscntcisesvex savassvecrees Fapaecse Workmen's Compensation $........065 sects see Use and Occupancy $..cccccccenene 


Are such affiliated companies independently financed?.....s..ssccssssceseres Ascid dy ai'vauencadeted eva sanken veiiseovisixgevasaxsccua mice artctantssiNnae ep tentastinedtaarciie 
If there are any branch offices, state how accounts are handled 


Has condition of busincss materially changed since date of this statement? 
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BANKS OF DEPOSIT 


‘Form of 
Name Location Line Owing Obligation 


COMMERCIAL PAPER BROKERS 
Form of 
Name Owing Obligation 


Maximum Date Minimum Date 


Names of Officers and Directors Title Stockholdings 


(Title of Officer): 


TYPES OF APPROVED BALANCE-SHEETS 


823 


FoRM OF BALANCE SHEET ADOPTED BY THE AMERICAN PETROLEUM INSTITUTE 
AND USED BY THE STANDARD Or Co. oF CALIFORNIA 


CONSOLIDATED BALANCE SHEET 


DECEMBER 31, 1926 


Assets 
CURRENT ASSETS: - Detail 
(CEI ar cnt eters See ene eae Pas oh seve $ 17,022,869. 
Accounts Receivable......0..0.c%+. 23,903,145. 
Inventories: : 
Oi Sern Sees nae renee wen 57,534,580. 
Material and Supplies............. 9,579,214. 
Other Current Assetsa.aercseraclers alse 74,501. 
PERMANENT INVESTMENTS: 
Investments in 
Non-Affiliated Companies......... 5,525,703 
Affiliated Companies.............. 4,883,533. 
SPECIAL TRusT FUNDS: 
(Gasoline Tax offset in Accounts Pay- 
NOUS) wyscreuctn COREE Sa RC ee 
FIxep ASSETs: 
Properties, Plant and Equipment..... 597,560,697. 
Less Reserve for Depreciation and 
DEDletOnemetr cise io ceghecbs esto 145,841,449. 
PREPAID AND DEFERRED CHARGES.........-.-2+0+02008- 
TOTAL Assets bie ime n.kG, CAM on Ce ica rae Se 
Liabilities 
CuRRENT LIABILITIES: 
NCCOUMES PA VADIOM | eyainus encisncieunicisterae ts $ 8,301,947. 
Accrued Liabilities (Federal Income 
F204) bo eourece Sao OCR ORONO LONER ACEI RR HORCME He PE 4,600,000. 
Other Current Liabilities............ BT LOE 
IDERHMRRE DE OGREDITS teyteyercc:ciore sienersions @1<18 sve lelsls) «feyelala) sie, shots 
OPERATING RESERVES: 
General Insurance Reserve.......... 10,038,271. 
Reserve for Employees’ Benefits...... 2,000,000. 
Reserve for Contingencies........... 2,000,000. 
CAPITAL STOCK: 
Common Capital Stock 
(12,594,098 shares—no par value) Stated Value... 
SURPLUS: 
‘Cegeyineilsibbwolhbe yy a pomaotorad my 600.06 170, 567,637. 
De hmatsel (orbhm a hb ng 6 9 cae ODOR men 58,277,540. 


94 


52 


oe 


Total 


$108 , 114,311. 


10, 409 , 237. 


1,150,000. 


451,719,247. 
2,410,548. 
$573 , 803,344. 


$ 13,279,052 


14,038,271 


314,852,450. 


228,845,177. 


46 


0O 


30 
81 


67 


33 
2,788, 393. 


2yi 


00 


89 


MSD AT OTA BILITICS war siarsiridis case poole e Wa nei, sisters, 


$573 803,344. 


67 


824 APPENDIX C 


PROPERTY STATEMENT TO 


[Form adopted and recommended by the National Association of Credit Men] 
For the purpose of obtaining merchandise from you on credit, I (we) make the following statement in writing, intending that you should rely 


19. 


thereon respecting my (our) financial condition as of (Date). 


ASSETS Dollars LIABILITIES Dollars 


OWING FOR MERCHANDISE: 
On open account not due——___} 


. ——————————EE 
ACCOUNTS owing by customers, good ‘and col On open account past d 


lectible, not pledged or sol: 


NOTES owing by customers, good and collectible, 
not pledged or sold___ 


On Mdse. notes and trade acceptances payable 


OWING FOR BORROWED MONEY: 
To Bank (not including real estate mortgages) 


To Others (Including relatives and friends) (not 
including real estate mortgages). 


Owing for Wages, Salary and Insurance 
Owing for Rental and Taxes, (City, State, Federal); 
Liens or chat. mtgs, on mdse.,mach.,fixt. & equip, 
Owing on Land and Buildings 

TOTAL QUICK LIABILITIES 


Trade Acceptances receivable. 
Merchandise, (How valued: Cost or Market?). 
TOTAL QUICK ASSETS 


“Machinery, Fixtures & Equipment (present value) 
Land and Buildings as described on reverse sid 
Owing from officers or members of firm, employees 


and others not customers———— 


Debts secured by mortgage on real property. 
Other Liabilities 


Other asset 


TOTAL LIABILITIES 


NET WORTH 


TOTAL ASSETS TOTAL 


On Merchandise $——_______ On Buildings $. 
On Machinery, Furniture and Equipment $. For Employers’ Liability : 5 a a 


Amount of Life Insurance for benefit of business ———____________Do you carry fidelity bonds?. 
Is any Insurance assigned? =$—_______________If so, to whom?. 


Insurance 


i 


If so, what amount is pledged? 


Do you pledge or sell accounts or notes owed you by customers to banks or finance companies or others?. 


Are any of your creditors secured by mortgage or other lien? ________If so, how? —————_Amount $ ——______ Who? 
Are any claims in attorneys’ hands or suits against you? 
Average Monthly Sales $ Portion in Cash _______+—_-Portion on Credit __________Average. Monthly Expense $—_—_—_—- 


Do you keep books of account? If so, what. books of account do you keep?. 
Are the above figures estimated or taken from books of account and inventory? 


Date of last inventory? At cost or market? 


Is any portion of merchandise shown in above assets on consignment or conditional sale? —______If so, give details 


Amount and nature of any contingent liability by endorsement or guarantee for others 
If your business property is leased, for what terms and rental?. 


Give exact location of business and how long established there. 


Previcus business expersehce and where ——- ee ee eee 


Name and locality of your bank or banks. 
Please answer all questions. Where no figures are inserted, write word NONE. 


= 


The foregoing statement has been carefully read (both the printed and written matter), and is in all respects complete, accurate and truthful 


It discloses to you the true state of my (our) financial condition on the Since that time there 


—__—_—_—_day of —_________19. 
has been no material unfavorable change in my (our) financial condition; and if any such ears takes place I (we) will give you notice. Until such 
Dotice is given, you are to regard this as a continuing statement. 


Name of Individual, Firm or Corporation 

Signed by. 

Date of Signing Statement ——_____________ Street Town State 
IF PARTNERSHIP, NAME PARTNERS, IF CORPORATION, NAMES OF OFFICERS 


eee 0 ee 
Be suie to give a Complete List of Houses You Deal With and Amount Owing Each on reverse side of this sheet, also record of land and buildings 
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PROPERTY STATEMENT 


oF ‘The giver of credit is a‘coné 
tributor of capital, and becomes, 
in a certain sense, a partner of 


“Large assets are not always 
necessary” to the creation of 
hat is most desirable is, the debtor, and, as such, has a 

natural right to complete infor- 


credit; 
that credit be in relative ;, Dropor- : ~ 
tion to the actual assets.” TO mation of the debtor's condition 


at all times.” 


Form Adopted and Recommended by the Natlonal Association of Credit Men 


For the purpose of obtaining merchandise from you on credit, I (we) make the following statement in writing, intending that you 
should rely thereon respecting my (our) financial condition as of (Date) 19 
(All questions should be answéred, When no figures aro inserted, write word “None.”) 


LIABILITIES 


For MERCHANDISE: 
Accounts owing not due 


Cash imhand . 


rece et Cees | eee Spon ee ry Ee scis SRI a || GE SE fs lewea teat! 
Accounts owing’ by customers, good and ccounts owing past due ____/__.... eecenseeeee| erarewecas 
collectible, not pledged or sold ____j} ...........--. ee] wens eonen Trade Acceptances payable — ee me} oes] enn ee . 


Notes owing by customers, good and col- 


lectible, not pledged or sold NEES REV ANEEMRED 


For BORROWED MONEY: 
Notes payable to banks, 


Notes or debts payable to others (includ- 
ing relatives and friends) 


Trade Acceptances discounted or sold__ 


Customers’ Notes discounted or sold__} 


Trade Acceptances receivable. 


Merchandise: (not on consignment or con- 
ditional sale.) (How valued; Cost. 


Market. 


} = eee 


Other quick assets: 


Desert 
(Describe) Deposits of money with us. (Describe) 


Owing for Wages and Salaries__________ 


Owing for Taxes (city, state and federal) __| 
Owing for Rental 


TOTAL QUICK ASSETS___ 


Machinery: (How valued; Cost. 
Depreciated____) 
Fixtures and other Equipment: (How 
valued; Cost. Depreciated) 


Land and Buildings as described below. 


Owing for Insurance Premiums. 
TOTAL QUICK LIABILITIES 


Debt secured by mortgage on land or 
: bulidings= <3 SS eS 
Debt secured by chattel mortgage or other 
liens se Sl 


Notes and Accounts owing from members 
of firm, employees, or others not cus- 
tomers __- 


Debt secured by judgment 


Other liabilities: 
(Describe) 


Other assets: 
(Describe) 


TOTAL LIABILITIES. 


"Capital ( Preferred 
Stock Common 


Surplus and Undivided 
Me) | arrears 


COTALS 


NET WORTH 


TOTAL ASSETS __| 


What books of account do you keep? 
‘Was this statement made from those books? Do you keep cost records?. 


Do you sell or pledge your accounts to creditors, banks, finance companies or others?__tt___. If so, what amount is so sold or 
pledged? $___________ What amount of your accounts have you sold or pledged during the past twelve months? $. 
Are any creditors secured by mortgage or lien of any sort?_________>______ “if so, how?. 


Are any claims in attorneys’ hands or suits against you?. 
Mave you merchandise on consignment or conditional sale? 
If business property is leased, for what term and what rental? 
Name and locality of your bank or banks. 
Location and kind of business. 
Previous business lpi ia le ES ——EEEEE————————— ~ 
Js your business incorporated?) eee eee eee eo, Under laws of What state ? 


It is important that every question on both sideo of this sheet be correctly answered and that the blanks be carefully filled in. in. 
In answering questions involving amounts write the word “none” where figures do not apply. You will find it advantageous to keep 
a copy of this statement for comparison with the showing you will be able to make a year hence. 


* Capital stock item to be filled out only by corporations, 
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If so, what amount? $ 
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Machinery and Equipmient held under Conditional Sale or Lease Contract —__ —______ nnn, 


Debt on Conditional Sale or Lease Contract___»____¥_¥§_=____ (Payable $. per me.____., 
INSURANCE 

On Merchandise $_________On Buildings $____________ Machinery $____________ Fixtures 

Other: Equipnent $e Employers’ liability $__._ = == EEE 

Is any insurance assigned ?________What amount?_________ To whom?. 

Amount of life insurance for benefit of business $_______________________ Do _ you carry Fidelity Bonds?. 


In what companies (fire, life, etc). 
SUMMARY OF PROFIT AND LOSS 


Inventory of Mdse. beginning of fiscal 
year (not including fixtures or equip- 
ment) 5 


Sales last fiscal year 


Income from all other sources__ 


Inventory of Mdse. at close of year__ 


Cost of Mdse. purchased during the year 


Total Income for year. 
———————— Less Total Expenses. 


General expenses including salaries, 
losses, etc. 


NET PROFIT FOR YEAR__ 


Names and Addresses of Partners, or if Corporation, of Officers 


REMARKS: 


The foregoing statement has been carefully read (both printed and written matter) and is in all respects complete, accurate and 
truthful. It discloses to you the true state of my (our) financial condition on the date above stated. Since that time there has been no 


material unfavorable change in my (our) financial condition; and if any such change takes place I (we) will give younotice. Until such 
notice is given, you are to regard this as a continuing statement 


Name of Individual, Firm or Corporation SS ee eee 


‘Signed by 


Street. Oe OC 


Date of signing statement =o) Fs | eae 9 
Form Jt 
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FINANCIAL STATEMENT 
OF. 


TO THE CONCERN NAMED ON ADDRESS SIDE OF THIS BLANK 


For the purpose of obtaining merchandise from you on credit, we make the followin, i iting, i i 
statement 
that you should rely thereon respecting our financial condition as of (Date) s Nr eae 


ee ASSETS | LIABILITIES Cents 
% OWING FOR MERCHANDISE 
Cash on Hand and in Bank ___]|___ On Open Account, Notes or Acceptances 
tabt rug 2 eae SS, 
Accounts Collectable —____|_ On ope Account, Notes or Acceptances| 
Notes and Acceptances Collectable__|__| Geis con BORR = 
OWED MONEY 
At Market Value To Bank —___ ———— 
Merchandise = 
At Cost To Friends, Relatives and Others___ acoimaums 
‘Total Quick Assetas— Liens or Chattel Mortgages on Merchandise, 
c ‘ and Equipment_____ te 
Machinery, Fixtures and Equipment 
Value) Mortgages on Real Estate_ bea, 
Real E Other Liabilities —— 
OE a we ee — eee 


Total Assets Total Liabilities | 


Buy Goods from the Following Firms: 


Name | Addreas Owing 


Annual Sales forCash - + $ WW Insurance on Merchandise and 
Equipment - + + =< 


Annual Sales on Credit - + $_______ I nsuranceon RealEstate - aaa 
Life Insurance for benefit of the 
Total) AnnualSales © =» $ Company- - - - = 
Total Annual Expenses - $ ———-__Is any Insurance assigned?___If so, what amount?. 


CUPS SURE SET Mya ee ES eS 
Location and kind of business?. How long there?. 

What books of account do you keep?. 
Are your books of account audited?. If so, by whom?. 
When did you take last inventory2________Did you take inventory at cost or market price?_____________ 
Does your inventory include merchandise on consignment or conditional sales?)___t___If so, what amount? $____ 
Do you hold any merchandise on consignment or conditional sale?)_________If so, what amount? §. 

Is any machinery or equipment held on conditional sale or lease?_________Amount to be paid thereon $ 

What amount of your accounts, notes and acceptances are pledged or assigned? §. 

If any creditors are secured by Lien or Chattel Mortgages, state amounts and how secured 
aan! 
For what amounts are you liable as endorser, surety or guarantor? $. 
Name and address of your bank _____ 


The foregoing statement has been carefully read (both the printed and written matter), and is in all respects complete, 
accurate and truthful. It discloses to you the true state of my (our) financial condition on the ________—_____day 
Ce ee lt) Since that time there has been no material unfavorable change in my (our) 
financial condition; and if any such change takes place I (we) will give you notice. Until such notice is given, you are to 


regard this as a continuing statement. 
—————————————— eo OOOO s\<Wo>o 


Address____ (i a a 
a ee NE ne eeeereeniraenen eres hy OF 
(Name of Firm or Corporativn). 


Signed by. 


827 


Treul pue dure}js ‘pjoy ysnf 
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PROPERTY STATEMENT OF 
TO = {vers of party asking 


for statement 


[FoRM ADOPTED AND RECOMMENDED BY THE NATIONAL ASSOCIATION OF CREDIT MEN] 
For the purpose of obtaining merchandise from you on credit, we make the following statement in writing, intending that you should 
rely thereon respecting our financial condition as of (Date) 192s 
(ALL QUESTIONS SHOULD BE ANSWERED, WHEN NO FIGURES ARE INSERTED, WRITE WORD “NONE”) 


ASSETS DOLLARS |CENTS LIABILITIES DOLLARS 


OWING FOR MERCHANDISE 
On Open Account, Notes or Acceptances not dui 


Merchandise, Cost or Market Value_________ i 
Accounts and Notes Collectible. On Open Account, Notes or Acceptances past du ees 
OWING FOR BORROWED MONEY 
Cash on Hand To Ban 
ED EES To Friends, Relatives and Other: poms, 
Machinery, Fixtures and Equipment (Present Valuc) 
Total Business Liabilities jaa 
Liens'or Chattel Mortgages on Merchandise, Stock 
Total Business Assets UE pee 
Real Estate Mortgages on Real Estat: ——— 
Other Assets. Other, Liabilities oa, 
——F 


Total Assets Total Liabilities 


Annual Sales for Cash » . 2. 2. § 


Insurance on Merchandise and Equipment A BRS 


Annual Saleson Credit. . 2. . $ Insurance on Real Estate ao S&S) Oe. 
Total Annual Sales . > 4 oa a | ~Lifel Insurance for benehtiol the Company), Gia een 
Total Annual Expenses. - tI any Insurance assigned? 


cc 
Title to Real Estate is in name of 


Location and kind of business?. 


How long there?. 


Do you keep books of account? eS eee 


When did you take last inventory?. Did you take inventory at cost or market price?___ 


Do you hold any merchandise on consignment or conditional sale? _If so, what amount? ————————— eee 


Is any machinery or equipment held on conditional sale or lease? Aniountto\beipald thereon: $2 


If any creditors are secured by Lien or Chattel Mortgage, state amounts and how COON Cc a ee 


Name and Address of your Bank? 
— 
Buy principally from the following concerns: 


sss —5£588— 
Name Address Amount 


Firm composed of, (or if Corporation__Officers’ Natnes ) eee 


———————— SS EE eee ee eee ee eee 


Address. 


a Town [eee 
Dated at. Athis SSS day of: gO 
(Name of Firm or Corporation) 
VET ea is, Signed by. 
———S ee Se 
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.83—Corporation) } STATEMENT MADE TO 
THE BRADSTREET COMPANY 
Financial condition as OD --nenneencenensicsnenneneecneneees eS ee Ee 


Authorized Common $.. Subecribed $_. 
Capital Stock } Preferred $.. : Subscribed &. 
How paid in: In cash $.......-e----------- In other property $..-....----- 
ASSETS LIABILITIES 


- Accounts Payable for Merchandise....--..-.- $_-----.----.--------. = 


Cash on Hand. « || Trade Acceptances Payable... 

Accounts Receivable from Customer: Notes Payable for Merchandise. 

Notes Receivable from Customers.....---.... --------------------- Loans from Banks... 

‘Trade Acceptances Receivable...-- Boers Bo &55- AASB SASS Loans from Others....-..-------- CET, 

Merchandise... .......----cs220--0 nave eetzestlaneasnee cose seaman <== Loans from Stockholders. ..-.-..---------e-2 © s20-----------------e 

Rew Material_..-...------ ame paeneae ae eee oe ate Other Current DentSiascdprarecs darbs sss ace  eiesiscersme ames poe eee 
Total Current Assets..-..........- mo SA Ssh Anes ese Total Current Liabilities.........--.. $....---..-.---------. 

Machinery_.--.-.---------- Coscecreitody Py Wecthonscerosesteosecss: | Chattel Mortgages..-.--------------.- Shede) (suesusecassanceneans, = 


(Specify on what) 
Mortgages on Real Estate... 


Real Estate—Land_.- Bonded Debt-. 
Buildings. Other Liabilities. 
(Specify) 
Other Assets (epecify) .- Reserve for Depreciation, Bad Debts, Taxes, etc, 


EES eR a epeste= 6 reeee sas ane asap cc8esenn saanwEns exenah ma sae = Capital Stock Paid in,.....--.- Sra ha 
pee ee nee ap pee baasueabisnenes) leuamsssncn=asatenn eR En NL OMT PINS ctu todas idee anne kao thn aac nna a 
Seen cneratan sr eeaenawusiwanccteeacns>eee! | seerndem ean eceone rade URaCeE TOMS can taseen=canansaskeadamae 
Total Assets_..--.- eno=ee= aeeeness ——Se_r Total Liabilities. ...----.-. Ap eo, 

How much, if any, of the above How much, if any, of notes re- How much, if any, of 

accounts receivable are as- te... ceivable NOT INCLUDED ts the above indebt- ey 

eigned or pledged for loans? ABOVE are discounted? edness Is past due? 
Annual Sales Gseccesssecasassacress Seaedena= ADnUg) ReUG. Siaaeacass ew eaw evans aaooap es Is plant protected by automatic sprinklers?_.--...---._ 
Insurance on Merchandise $--..---. mehesan -----Machinery $.....---- - asesponsans! Fixtures $2 i. s=canewasccnsas. Bulle nes $snceassccas ses eme 
Record of Fires: Date.-.-.--.------------- peccesrccsncenesecnns Cause...-.----- er cecenccee ooeee none padavacteddcascteasenansssasn=cweanaan 
pee cageseernasciadaaksaeee BE NEE RT POEL CE POPE CEC POE ere L008 8-0-2 0sn-easanecenns Insurance Received $....-----.-.-.----- = 
Bank with... cess. essceees eonasanaaeennns Onwanecswenarecnesecse- an en ence mcoccccocccrccnsnnaccensan acer enetecnncnsserernmenccsnrnnessene 


NAMES OF OFFICERS d 
Pigsidente seaasaeewcaressnen= centasannnneneseaescrenssn=seasaan 


Vice-President..-.------2-------2-----e ee en nnn e cence nn snnn mann ee 
Sahar e Se Rane re (Corporate tylu)ssSsSCsC<“‘S~‘;<; SS*é~S 
Manager. -- 2-22 -- on nn en enc cn ens cc enncccnecccnnenscencoscsene sacs 
eAnenrs a aac aa ea ray taaanet Gog ow (Bignatute ot Olicen) or Lied. aha hy a el 
DIRECTORS 


Businese...-..----------------------------2--------- faennecennce 


APPENDIX C 


STATEMENT MADE TO 


THE BRADSTREET COMPANY 


Financial condition as on....-....------------- aseee 


(Date) 


ASSETS 


Merctiandise...ceccencecccesnce ene --e-scce 


Accounts Receivable from Customers. ...- once 
Notes Receivable from Customers-. - 
Trade Acceptances Receivable...--.---.- scam 
Cash in Bank........cnccerecnccecneee-eeee on eeeeee eee Soreennne 


Cash on Haad......--.-- jsauanesesrasccacaa 
Total Current Asse 


Machiietyscecsercacescasencesstcenseees= 5 


Pintiires.. nccccececcsncccccaccsececocsess Seeeereapedeqcasees om 
Homestead...------------+-- se ccsn ene c cone Cecncenenceccenrerens 
Other Real Estate..-.. eancessnsesee eececece — cecceccencceccee teers 


Other Assets (specify) - 


Total Assets......-.... ASeAe DRE ~ 


How much, if any, of the above accounts $. 
receivable are assigned or pledged for loans? 


How much, if any, of notes receivable NOT [ $ 
INCLUDED ABOVE are discounted? y 


Annual Sales $.--.-.----.-------------+-----Annual Rent $....--.-..- 


Insurance on Merchandise $-..-.. 


Susesce 195 2508S PClccesscgesece<s acess 


(loventory or Estimate) 
LIABILITIES 


Accounts Payable for Merchandise..-.. APA: 


Seewenewenenaastenaee 


Notes Payable for Merchandise..........-2+ 


Trade Acceptances Payable. 


Loans from Banks.....2..2---0-+2----0--- Be ee eeeccnsccnccecene-e 
Loans from Others....-. acscen eeceencccee Pe wen cw ces cnecscecn- n= 
Other Current Debts (Taxes, etc.)...-.------ eee eee 

Total Current Liabilities. $.... oe 


Chattel Mortgages (Merchandise).-......... 


Chattel Mortgages (Mach'y and/or Fixt.)....  ..------------- ene 
Mortgage on Homestead......--2c-ecceeceee — eeeeeeenee eeccesncen. = 
Mortgages on Real Estate.....---- eecececcce — cocccccceccccccccecce 


Other Liabilities (specify). _. 


Total Liabilities. .......... seceeee ce eneeeenne poceenneee 
Net Worth............ Sanden saanns oes (aan@shede te hee seat 
Total co ne esau ee 


How much, if any, of the above 
indebtedness is past due? 


} $.. 


Are you liable as endorser for 
If so, how much? 


others? 


Ever havea fire?....--.... Date. .-ccccccccccccccccansnccrecnnnnCAlSCscecesacecccecesene eae Re race aena acccwnee. cuncnessevestseecanenasveaa) 
Sesecenns: accenscassessnncnacsance. eceees eoceee ee mene cence cnn nme neneeceee L088 $-52-<-----cs-ee +----Insurance Received $..... Succonemssacsen) 
Bank With wo cdsanencsecasaa eer ccccrcecepeccsececcces eeretecee 


Location of Real Estate’ 


Title in Name of 


Age | Married 7 | 


Value Encumbrance 
eeecereee eacecccenccscece | $unccncnenecccens | $-cceseesacs---ece 


Firm or Trade Btyle. 


BY a canessanaacanassecene ss sent reeen ere eascce 
Signature of Member of Firm. 
Business. 02 secowenccsas aoe n cece eee ee ee weane--- rece - ene ecco 
Address_.....-.0, oe eneesee nee - 


were een ene mance nan wen een cencccenecscepncnpenensenccsces, 
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6TATEMENT—Form D (N, ¥, 0.) STATEMENT AS A BASIS FOR CREDIT MADE TO: ‘MERCANTILE CORPORATION 


R.G. DUN & CO. 


THE MERCANTILE AGENCY 


asses. Corporation, 
Business 


ii roecessecteresraeee -No. of shares: preferred............-...+ . 
Amount of Capital Stock subscribed, $...........c::000 -Amount paid in (in casx), $. 
Amount paid in otherwise than cash and how, $. 


Limit of indebtedness allowed, $. ..-Bonded debt, drawing interest at... 
Bonds secured by.....secccsessesereee PRA ah oy Seca RS EEE sevseeeveerelS there a sinking fund f. 


.-per cent, 
ASSETS. [iret ue thi word NONE LIABILITIES. fends nr ieta none, 


Merchandise on hand at cash value, . $.ecccseu« For merchandise (open account), . 


Accounts receivable at realizable value, ......... For merchandise (notes payable), . 


Notes receivable at realizable value, . .. Loans from bank, . . . «. « « 


‘Caahyon Band, ) «6. ss 6 6 Loans from other.sources, . . . . 
CagshvinpanksoistceM ip br is, 1s) Js, 
Value of fixtures, machinery, etc, . . 
Real estate and buildings owned by Co. 


Other assets consisting of... 


Mortgages on realestate, . . . . 


Otherrobligations,y sts set te) tute 
Capital stock issued, . . 2. « « « 


Surplus in use as Capital . . . 
Sacupieeseapazeccterisios antectecassvbcsotesce Undivided profits, . . .... 


Dota Gssets, e/a rele Ws? ©. Qectedtcecscctiocscecite sasusezs Potal, Sree tore: 4 rete Mra vet S aeacccesanyecencocas = 


Any past due indebtedness, and if any, how much? $. 
If any of the above accounts are pledged, state the amount, $. 
Are there any existing liens on personal property not mentioned above? If so, what?. 


Contingent liabilities upon bills of exchange, endorsements, guarantees, ete., $. 


Rewgea eile) Giger rcate voce ba nseessspdoseossesbees fi Annual Expense, $. 


Do you keep books of account of the business? 


If so, name them. 
Is the statement of value of stock on hand made upon the basis of an inventory actually taken? And if so, on what 


AEA een ea eee een ae genre cece cet cgncee ses coasaseononsersusenscee’aseapaves vesvau cad groaserswesoss soesatarwerecesccancbaseyeecesse rare FatcemensertevOLatoeioe 
Fins Prorecrion: State its general nature—public fire department, sprinkler system, fire extinguishers, night “8 Ee 

TAD, CLC. w.escsenevcsernecscenrecnnsncessseenssecnesnesssssenccncsnensnscnsssssnsnesnsnnssnssresnesnsnssnsanennesentsnsensanaatensennenvensneenstnanuennsensnsssuenstnssessnasnacneanssiettntin 
INsuRANCE: On Merchandise, $. .On Machinery and Fixtures, 


On Buildings, $..........-.0-s0 
Did you ever suffer a fire loss?... 
Did fire originate on your premises’... 
Did you ever suffer a water loss?..... 
Did it originate on your premises? 
Through what cause ?.........2-0-c0r-0- 
Do you carry burglary or theft insurance 1. 
If so, describe and give amounts. 


If so, when and where ?. 


“If 80, when Ary ‘where?.. 


porererets 


Do you ¢arry employer's jability insurance ?. 
Orricers: President... 
Secretary, .. 
Names of Director 


..Bank with. 
Vice-President, 
.Gen'] Manager,. 


Date of signing statement....ceccssyesssesseeemnnsesessssesernteeL Qoasssere “ae werner rnrninnaentnteennntt 
DO NOT FAIL TO GIVE BANK AND TRA 
REFERENCES ON REVERSE SIDE. 


STATEMENT—Form AA(N.Y.C.)=74l6- = STATEMENT AS A BASIS FOR CREDIT MADE TO Foot 


R. G. DUN & @ Qeaenent DEPARTMENT 


THE MERCANTILE AGENCY 


————— 


Full names 
of all 
partners 


How long in business here?.. 
Where from, Town and State? 
Former occupation ?. 
BOS Me wh Preece pee 


ASSETS. (an esr ct LIABILITIES, (Wher 20 fewes are, one 


tered use the word NONE tered use the word NONE, 
For merchandise not due (open account), $.nssesss 
For merchandise past due (open account), scscsseecssernes is 


f so, when and where?. 


Merthandise on hand at cash value, . . $.. 


Outstanding accounts at realizable value, 


For merchandise (notes payable), . . 
Loans from jbank, 2 5 ls «6 « « 


Notes receivable at realizable value, . 
Cashion hand, = 6 «se © 


Cashin bank, 3s «6 = 1 « cc Loans from friends or relatives, . . « 
Machinery, Fixtures, etc, . . . + 


Other PERSONAL property consisting of 


seesasnneneroscapnecsensenetbens 


Other obligations, consisting of. 


Rereretssiee wad saa odatbcsassepsiasssesenssessasnscecississsstaasisgasen'es Total 1 iabiites, ome 


Total available assets, . . Surplus; s) es 
REAL ESTATE: Describe, locate, and value separately, and in whose name held, 


Bieroareecces ever 


$. 
$.. 
Potal valueiof real estate; 4 6 6 es) eh a = nee Re oe ea eee 5 
Mortgages‘or'amount unpaid thereon). 2 st crest (en lo) este fe) et incre ees : 
Equity in'reali estate, jars, 56: ves neu cs, Viet) el ss) ch ne ay sel is fet mist et ein ate ck Sree cl 
Total worth in and out of business (according to our figures) . . att B sscccsoncccsecctesoeeaee 


Is the statement of value of stock on hand made upon the basis of an inventory actually taken? ‘And if $0, on what date? 
‘Amount of chattel mor gages, if any, on stock or fixtures, . 
Do you keep books of account of the business ?. 
TP 80; (AMO COM a a 5c scsanascanscovasenetceoreopeoacon 
If any of the above accounts are pledged state the AMOUNE, §..eeecrarcsonnsn 

Are there any existing liens on personal property not mentioned above? If, so, what? 


-- 


Contingent liabilities upon bills of exchange, endorsements, guarantees, ete., $ 


Annual Sales, Annual Expense, $ 
Fe Protection: State its general nature—publie fire department, sprinkler system, fire extinguishers, night watch- 
man, ete. .. 


Insurance: On Merchandise, §... 
On Buildings, $................-. 
Did you ever suffer a fire loss ?. 
Did fire originate on your premises? 
Did you ever suffer a water loss? 
Did it originate on your premises’... 
Through what cause ?............-..- 
Do you carry burglary or theft insurance? : 
If so, describe and give amounts. 


.1f so, when and where’. 


Do you carry employer’ '3 liability insurance ?. 
Date of signing statement. 


..Bank with. 


‘Bign here full namo of firm, 


DO NOT FAIL TO GIVE BANK AND TRADE BSS kg 
REFERENCES QN REVERSE SIDE, ‘ 


INDEX 


A 


Acceptances, 

Advantages of, 301 

Bank, 
Contingent liability on, 304 
Issued against customer’s 

ceivable, 129 

Definition, 3o1 

Notes receivable distinguished from, 129 

Unrecorded, liability for, 302 


notes re- 


Accommodation Indorsements, Liability 
for, 297, 298, 563 
Accounting, (See also “Books of Ac- 
count,’ ‘‘Errors’’) 
Auditor’s training in, 9 
Investigation of system, 499 
Accounts, 
Condition as index to proprietors, 499 
Controlling, 
Agreement of subsidiary records with, 
50 


Verification, 530 
Impeachment of 
proof, 111 
Intercompany, 391 
Items, segregation of, 522 
Manipulation of, 522 
Nominal, verification of, 544 
Accounts Payable, 
Balance-sheet audit of, 
Classification, 266 
Comparison of open accounts with, 268 
Consignment, goods received on, 271 
Creditor’s statements as means of veri- 
fication, 268 
Discounts on, 270 
Goods received for new season’s opera- 
tions, 269 
Goods received on consignment, 271 
Invoices, suppressed, 268 
Items, 
Irregular, 268 
Omitted, 267 
Order and receiving books, inspection of, 


accuracy, burden of 


266-272 


269 
Tests, 269 
To trade creditors, 267-271 
Accounts Receivable, (See also ‘“‘Ad- 
vances,” “Bad Debts,’’ ‘‘Collections’’) 


Agencies, sales to, not, 108 
Aging of, analysis showing, 109 
Allowances, 

Collection expense, 131 

Deduction of, 106, 113 

Loss on instalment sales, 123 


Accounts Receivable—( Continued) 
Balance-sheet audit of, 106-127 
Branch accounts, not, 108 
By branches, 659 
Cement industry, adjustments, 166 
Consignments, not, 108 
Credit balances, 113 
Debit balances which are not, 119 
Deductions from (See ‘Allowances to 

Customers,” “Bad Debts’’) 
Deferred charges to operating, not, 120 
Definition, 106-107 
Doubtful (See “Bad Debts’) 
Drafts, collection, 124 
Embezzlement from, 109, 112 
Export sales, 123 
Fictitious, 108 
Foreign, 124 
Fraud in, 530 
From trade debtors, 106, 107-115 
Goods on approval, not, 108 
Gross, deductions from, 106 
Instalment accounts, 120 
Internal check, 73 
Items which are not, 108 
Liabilities against, unrecorded, 108 
Miscellaneous, 114 
Not due within one year, 118 
Outstanding, 

Confirmation of, 509 

Valuation, 109 
Overdue, valuation, 111 
Partnerships, 672 
Pledged or assigned, 111 
Posting, bookkeeping machines being in 

use, 70 
Preliminaries for audit of, 50 
Sale of, 

Price as loan, 113 

Subsequent to closing date, 113 
So-called, 119 


Stock subscriptions, uncollected balances, 


132 
Trade debtors as sole source of, 106, 
107, 108 


Transfer of, 92 
Valuation, 89, 107 
Under abnormal conditions, 109 
Verification, 
By correspondence, 115 
In detailed audit, 628 
‘Will call’? accounts, 114 
Accruals (See “Expenses,” 
“Liabilities’’) 


“Interest,” 


833 


834 


Additions to Plant, 
Capitalization of, 204 
Concealment of, 254 
Adjustments Allowed Customers, 
287 
Administration (See “Check System’’) 
Advance Receipts, 287 
Advances, (See also “‘Loans’’) 
By customers, inventory of, 163 
By factors, inventory of, 162 
For future expenses, as deferred charges, 
102 
To affiliated company, 115 
To employees, 101, 117 
To officers, 97, 117 
To salesmen, when current assets, 141 
Advertising, 
As deferred charge, 490, 621 
By auditor, ethical aspects of, 19 
Investigation of, 490 
Material, when current asset, 141 
Misleading, founded on reports, 418 
Register, verification, 531 
Signs, depreciation, 748 
Affiliated Companies, (See also ‘‘Branch 
Accounts,’”’ ‘‘Home Office Accounts’’) 
Consolidated balance-sheet, 389-401 
Consolidated income account, 401-405 
Definition, 388 
Intercompany profits, 372 


2725 


Subsidiary, 
Advances to, 115 
Definition, 388, 396 


Guarantee of obligations, 4o1 
Operated as branches, 665 
Stock as investment of parent, 135 
Stock dividends received from, 645 
Subsidiary owned by, 400 
Taxes on earnings of foreign, 283, 403 
Agricultural Implements, 
Inventory, 164 
Notes of manufacturers of, 129 
Allowances, 
Investment of, 240 
Loss on instalment sales, 123 
Use of term in place of reserves, 315 
Allowances Granted to Customers, 73, 
355, 367, 556, 590 (See ‘‘Discount,’’ 
“Rebates’’) 
American Bankers’ Association, Certified 
accounts indorsed by, 35 
American Exchange Irving Trust Com- 
pany, Financial statements, form, 811- 
818 
American Institute of Accountants, 
Audit procedure, memorandum of, 51 
Rules of professional conduct, 17 
Suspension of members, 118 
American Malting Company, 191, 556, 766 
Amortization, (See also “Sinking Fund’’) 
Bonds, 241 
Intangibles, 692 
Leaseholds, 692 
Patents, depreciation, 742 
Amounts Due (See “‘Advances’’) 


INDEX 


Annuities, 

Payable, 290 

Payments, 240 
Apartment Houses, Depreciation, 727 
Appraisal (See ‘“Valuation’’) 
Appreciated Values, Depreciation of, 208, 

685 

Appreciation, 

Assets, income account, 375 

Fixed assets, 201 

Land, 211 

Not offset to depreciation, 501 

Patents, 222 ’ 

Plant, depreciation of appreciated values, 


208 
Surplus arising from, 501 
Unrealized, surplus from, 443 
Approval, Goods on, Balance-sheet audit, 
108 
Assessments, 


On capital stock, 319 
Special, on real estate, 639 
Assets, (See also ‘‘Appreciation,” ‘Deple- 
tion,’ ‘‘Depreciation”’) 
Balance-sheet audit, 78-259 
Balance-sheet treatment, 438 
Capital, 
Carried at cost, 376 
Income from sale, 330, 374 
Sale of, 330, 374, 501 
Surplus arising from sale, 647 
Surplus earned prior to purchase of, 
637 
Taxes on sale of, 282 
Classification, 85 
Contingent, 252-254 
Current, 
Accounts receivable, 106-127, 438, 628, 
659 
Accounts receivable when not, 118 
Accrued interest receivable, 132 
Advances to subsidiary not, 115 
Amounts due from employees, 118 
Balance-sheet audit, 85, 94-142 
Bankers’ acceptances issued against 
customers’ notes receivable, 129 
Branch accounts, 658 
Business insurance, 137 
Cash, 94-126, 657 
Cash deposited as security, 126 
Classification, 85 
Deferred charges to operations, 120, 140 
Definition, 83, 89, 798 
Ground rents, 137 
Insurance on lives of proprietors, 137 
Inventories, 143-199, 631, 659 
Investment securities, 132-140 
Liberty bonds, 136 
Liens against, 91 
Net current, 87, 89, 266, 798 
Notes receivable, 89, 118, 127-131, 166, 
297, 438, 630, 658 


Pledged, 91, 111, 126 
Postage stamps, 140 
Prepaid items, 140, 287, 438 


Ratio to current liabilities, 87 
Valuation, 89 


INDEX 835 


Assets—(Continued) 


Current— (Continued) 
Verification by class, 95 
Deferred, definition, 84 
Detailed audit, 627-635 
Fixed, 200-259 
Advances to subsidiary for, 116 
Automobiles, 220 
Balance-sheet treatment, 439 
Bonds, 243 
Branch accounts, 662 
Buildings, 213-216 
Capital stock calls and assessments, 
253 
Cash deposits as, 177 
Containers, 219 
Contingent, 252-254 
Copyrights, 224 
Definition, 200, 797 
Drawings, 220 
Electrotypes, 221 
Equipment, 216 
Foreign branches, 662 
Fund accounts, 238-244 
Furniture and fixtures, 218 
Goodwill, 226-237, 440 
Horses, 220 
Income from sale of, 330, 374, 501 
Intangible, 87, 201 
Investigation of, 490 
Investments of institutions, 631 
Investments of reserves, 439 
Land, 211 
Land and development companies, 222 
Leaseholds, 214 
Machinery, 216 
Mines, 250 
Mortgages, 243 
Net fixed, 202 
Net increase in, 200 
Not taken over, investigation of, 501 
Organization expenses not, 201 
Patent development costs, 224 
Patents, 222 
Patterns, 220 
Plant assets, 202-205 
Real estate, 210-216 
Revaluation for new financing, 453 
Sale of, 330, 374, 50% 
Secret reserves, 254-259, 680 
Securities representing control as, 133 
Sinking funds, 238 
Tangible, 86 
Tax refund, claims, 253 
Taxes on sale, 282 
Tools, 218 
Treasury stock and bonds, 244-248 
Valuation, 89, 201, 205-225 
Vehicles, 220 
Wagons, 220 
Wasting assets, 248-254 
Intangible, 
Amortization, 692 
Goodwill, 226-237 
Purchased for cast, 202 
When fixed, 87, 201 
Liens on, 91 


Assets— (Continued) 


Liquidating partnership, valuation, 671- 
674 
Miscellaneous, 87 
Pledging of, 91, 111, 126 
Sale of, investigation, 330, s5o1 
Tangible, 
Definition of, 202 
Fixed, 86 
Net tangible defined, 202, 798 
Sale of, 33 
Useful life, 686 
Valuation, 89 
In investigations, 472 
Liquidating partnership, 671-674 
Wasting, 248-254 (See also ‘“Depletion,* 
“Depreciation”’) 
Dividends from realization of, 650 
Mines, 250 
Oil wells, 252 
Timber lands, 251 
Valuation, 248-252 
Working, definition, 84 


Assignments of Accounts Receivable, 111 
Auditing, 


By test and scrutiny, 13, 523 
Defined, 3 


Auditor, (See also ‘Reports,’ ‘Working 


Papers’’) 
Accounting, training in, 9 
Advertising by, ethical aspects of, 19 
Analytical ability, 7 
As witness, 475-478 
Conclusions and opinions, 477 
Information not to be volunteered, 476 
Preparation, 475 
Testimony regarding own work only, 
476 
Attitude toward client’s staff, 14 
Business law, training in, 9, 277 
Business methods, familiarity with, 45, 
522 
Client, and, 
Determination of client’s status, 40 
Instructions, from client, 470 
Relation between, 14 
Communication with third parties, 14 
Compensation, 42 
Confidential capacity, 14, 467, 481 
Constructive ability, 7 
Co-operation, 
With bankers and credit managers, 6 
With client’s staff, 47, 48 
Cost accounting, knowledge of by, 10 
Criticism of client’s staff by, 47 
Defalcations of cashier not discovered by, 
liability, 15 
Delegation of right to inspect books to, 
769 
Duties, 6, 13, 509 
Elucidation, skill in, 8 
English language, training in, 9 
Ethics, 17, 52 
Experience, 8 
Expert testimony of, 475-478 
Fees, 42 
Forecasting by, 480, 493 


836 INDEX 


Auditor—(Continued) Audits—(Continued) 5 
Ignorance of rules of practice no defense, Partial, 64 ‘ ‘ 
14 Persons having interest in, 23 
Incompetent, 11 Preliminaries, 40-66 
Information, disclosure by, 14, 467 Arrangement of working papers, 53 
Law, familiarity with, 9, 277 Ascertainment of condition of books, 
Legal decisions concerning, 12-17 48 
Legal responsibility, 11-17 Auditor’s co-operation with  client’s 
Liabilities, 11-17 staff, 47 
American decisions, 15 Auditor’s familiarity with system in 
Detection of fraud, 13, 14, 16, 25, 39, use, 45 
80 Choice of type to be made, 60 
Negligence, 13, 14, 15, 16, 25, 39, 80 Determination of compensation, 42 
Summary of decisions, 13 Determination of legal status of client, 
Trend of decisions, 12 40 
Negligence of, damages for, 13, 14, I5, Determination of place of work, 46 
16, 25, 39, 80 Determination of scope of work, 44 
Not an insurer, 13 General audit program, 50 
Papers required by, 50 Information to be secured by auditor, 
Position on secret reserves, 258 45 
Precautions against fraud, 13 Inspection trip, 45 
Professional bearing, 10 Mapping out program, 44 
Professional ethics, 17, 52 Papers required, 50 
Public accountant distinguished from, 10 Preparation of organization chart, 45 
Qualifications, 7-10 Schedules required, 49, 50 
“Reasonable care,’’ use by, 13 Stationery and supplies, 54 
Responsibility, Where previous audits have been made, 
For cash and securities, 95 52 
For forecasting contingencies, 480 Working papers, 53-60 
Moral, 19 Prior, use in investigations, 472 
Suggestions by, 67, 69 Procedure, 
Supplanting another, 52 Detailed instructions, 51 
Suppression of material facts by, 14 Federal Reserve Board memorandum 
Tact requisite, 48 on, 51 
Training, 8 Where previous audits have been made, 
Withdrawal by, 14 52 
Audits, (See also ‘“‘Balance-Sheet Audits,’ Purposes of, 21-30 
“Certificates,” ‘“‘Cost System Audit,” Banker’s viewpoint, 22 
“Detailed Audit,’ ‘‘Investigations’’) Business man’s viewpoint, 21 
Advantages of, 31-39 Main, 31 
Condition of affairs made clear, 32 Objects to be accomplished, 23 
In fire loss, 35 Specific, 23-30 
In partnerships, 35 Survey of, 21 
In recovery for negligence, 38 Scope, 4 
In sale of business, 38 Stationery for, 54 
In securing bank loans, 34 Test and scrutiny, 13, 523 
In securing surety, 36 Automobiles, 
Major, 31-39 Depreciation, 722, 753 
To public, 36 Repossessed, inventory of, 164 
To public utility companies, 38 Valuation, 220 
To stockholders, 36 Average Cost, Determination of, 184-187 
Cash, 31 
Class desired by credit grantors, 6 B 
Classification, 4 
Complete, 5 Bad Debts, 
Continuous, 64, 521 Accounts receivable, 106, 368 
Cost, 64 Notes receivable, 127, 250 
Defined, 3 A On income account, 355, 368, 381 
Errors, detection by, 26-30 Recoveries, 381 
Examinations differentiated from 3, 472 Reserves for, 296, 368 
Fraud, detection by, 24 Writing off, 106, 368 
General, Ty, te) Bailments, Inventory of, 163 
Institutional accounts, 63 Bakeries, Depreciation, 722 
Internal, 68 ; : Balance-Sheet, (See also ‘Balance-Sheet 
Investigations, differentiated from, 469 Audit,” “Consolidated Balance-Sheet”’) 
Modern, inclusions in, 31 Acceptances, trade, 129 


Moral effect of, 23 Accounts receivable, 438 


INDEX 


Balance-Sheet—( Continued) 


Accrued interest receivable, 132 
Accurate, audit to make, 32 
Adjustments, 446 
Errors in books, 446 
Transactions after date of, 446 
Advances to salesmen, 101 
All-purpose, 432, 435 
Assets, 438 
Current, 439 
Fixed, 439 
Subject to lien, 440 
Capital distinguished from liabilities, 261 
Captions, 436 
Cash, ror 
Condensed, 435 
Content, 432-435 
Contracts, 448 
Date of, transactions occurring after, 446 
Debts, 2 
Due from affiliated company, 117 
Subordinated, 262, 441 
Descriptive, 436 
Federal Reserve Board recommendations, 
771-795 
Form, 435-442 
Cleveland Clearing House Association, 
445 
Federal Reserve Board, 802-806 
Typical, 438 
Goodwill, 230, 440 
Hypothecations, 441 


Ideal, 436 
Influence of excess profits tax on, 
32 


Liabilities, 440 
Contingent, 440 
Distinguished from capital, 261 
Liens, 440, 441 
Management reflected on, 33 
Modified, 448 
New financing, 448-459 
Agreement between bankers and sellers 
of securities, 450 
Application of proceeds, 452 
Certificates, 457, 464 
Disposition of discounts and premiums, 
454 
Elimination of non-recurring expenses 
and losses, 458 
Liabilities assumed, 454 
Limits to retrospective adjustments, 457 
Misleading statements, 458 
Net proceeds of new issues, 456 
New cash, 456 
Procedure, for preparation, 449 
Revaluation of fixed assets, 453 
Transactions occurring after date, 456 
Verification of contracts, 448 


Notes receivable, 438 

Preferred stock dividends, accumulated 
unpaid, 442 

Prepaid items, current, 438 


Printer’s proofs of, 444 
Pro-forma, 434 

Purpose of, 318 
Qualifications, 442 
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Balance-Sheet—( Continued) 
Reserves, 445 
Stock sold to employee, 118 
Surplus, 444 

From reappraisals, 443 

Trade acceptances, 129 
Types, 433 
Valuation, 434 
Verification of, 31 
Which give effect to new financing, 448: 


459 

Balance-Sheet Audit, (For detailed index 
see under special subjects, as 
counts Receivable’’) 


Accounts receivable, 106-127 
Assets, 
Classification of, 85 
Contingent, 252-254 
Current, 85, 94-199 
Fixed, 200-225 


Fixed intangible, 87, 226-237 
Fixed tangible, 86 

General principles, 78-93 
Hypothecation of, 91 

Liens on, 91 
Miscellaneous, 87 

Plant, 202-205 

Wasting, 248-252 
Capital, 317 
Capital stock, 
Cash, 94-105 


317-328 


Federal Reserve Board recommendations, 


51, 771-795 
Fund accounts, 238-244 
Goodwill, 226-237 
Income account, 344-385 
Inventories, 143-199 
Investments, 132-140 
Liabilities, 260-312 

Contingent, 292-312 
Limitations of, 79 
Notes receivable, 127-131 
Principles, general, 78 
Program, 80 
Purpose of, 62 
Reserves, 313-317 


Secret, 254-259 

Scope, 82 

Surplus, 328-343 

Treasury stock and bonds, 244-248 

Trust receipts, 93 

Bank, (See also ‘‘Checks,” ‘‘Indorsements,” 

“Toans’’) 

Account, 


Accounting for, 536 
Cash in bank, 534 
Confirmation of balances, 537 
Delayed credit of deposits, 539 
Deposits should be made daily, 532 
Differences, 534 
Examination, 538 
Examination of 
Examination of 
book, 537 
Indorsements, 541 
Interest on, 501, 564 
Internal check, 70 


indorsements, 541 
statements or 


“Ac. 


pass- 
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Bank— (Continued) 
Account— (Continued) 
Negligence of depositor, 540 
Overdraft on, 102 
Verification, 99, 533-542 
Bankrupt, deposits in, ror 
Depositor, negligence of, 538 
Examinations, verification of cash, 95 
Negligence of, 539 
Bank Loan (See ‘‘Loans’’) 
Bankers, Co-operation with auditors, 6 
Bankruptcy, (See also ‘Receivership’’) 
Investigation after, 517 
Billing, 
Fictitious, balance-sheet audit, 108 
Pre-dated, balance-sheet audit, 108 
Bills, Certified, as evidence of payment, 578 
Bills of Exchange (See ‘‘Drafts’’) 
Binders, For working papers, 56 
Biscuit Industry, Depreciation in, 723 
Blue-Sky Laws, Net income under, 363 
Bonding of Employees, 5, 36, 503, 593 
Bonds, 
Amortization, 241 
As liabilities, balance-sheet audit, 278 
Corporation’s own, purchased at discount, 


572 
Coupons, verification of unmatured, 134 
Discount, 
As deferred charge, 617 
Unamortized, 618 


Income, interest on, 641 
Interest on, 279, 641 
Unit period, 761 
Issues with fluctuating principal and in- 
terest, 279 
Liberty bonds, 
Mortgage, 242 
Premium, amortization, 
Retirement, 
At premium, 618 
Reserves for, 335 
Sinking fund for, 697 
Subsidiary’s, 392 
Treasury, 247 
Valuation, 242 
Verification, 635 
Book Plates, Depreciation, 723 
Book Value, As basis for actual value, 
202, 206 
Bookkeeping Machines, Posting, when in 
use, 70 
Books, Business and professional, deprecia- 
tion, 724 
Books of Account, 
Auditor’s preliminary 
ing, 49 
Client’s, written up by auditor, 10 
Destroyed or missing, 49 
Director’s right to inspect, 767 
False entries, 474 
Inspection of, director’s right, 
Items, segregation of, 522 
Marking of, 473 
Postings, 
Errors in, 27 
Verification, 527, 544 


136 


617 


inquiries concern- 


767 


INDEX 


Bradstreet Company, Financial statements, 


form, 829 
Branch Accounts, 653-665 
Accounts receivable, 659 
Assets, 


Current, 657-662 
Current, foreign branches, 660 


Fixed, 662 
Fixed, foreign branches, 662 
Balance-sheet audit, 108 
Cash, 657 
Foreign branches, 
Current assets at, 660 
Current liabilities, 663 
Fixed assets, 662 
Home office accounts at, 664 


Home office accounts, current, 664 
Internal check for, 74 


Inventories, 659 
Liabilities, 
Current, 663 
Current, foreign branches, 663 


Fixed, 664 
Notes receivable, 658 
Subsidiaries, operated as branches, 665 
When auditor does not visit branch, 
654 
When auditor visits branch, 654 
Working funds, 98 
Brick Plants, Depreciation in, 724 
Building and Loan Stock, Verification, 
136 
Building Construction, 
Contingent liabilities, 
Costs, inclusions in, 
Depreciation, 728 
Interest on loans for, 640 
Managerial salaries during, 642 
Building Lots, Sale of, 571 
Buildings, 
Alterations in, cost of, 213 
As capital expenditures, 639 
Demolished, 
Cost of demolition, 214 


307 
213 


Depreciation on, 728 
Depreciation, 725-729 

Apartments, 727 

Department stores, 728 

Hotels, 734 

Offices, 727 


Fire losses, 213 
Obsolescence, 380 
On leased land, depreciation, 214 
Valuation, 213-216 
Business, 
Sale of, 
Advantage of audit, 38 
Investigation for, 478-508 
(For detailed index see ‘“‘Investigations’’) 
Business Law, Auditor’s training in, 9, 277 
By-Products, 
Chemicals, valuation, 166 
Cost, allocation of, 167 
Inventory, 160 
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Call Loans, Verification, 136 
Cancellations, Future deliveries, 306, 373 
Canned Goods, Inventory of, 165 
Canning Industry, Depreciation, 729 
Capital, 
Balance-sheet audit, 317 
Contributed, surplus differentiated from, 
325 
Debt discharged at less than face amount, 
saving as, 334 
Dividends paid from, 648 
Individual proprietor’s, verification, 317 
Liabilities distinguished from, 261 
Partnership, verification, 317 
Receipt of premiums on capital stock, 
634 
Requirements, investigation of, 494 
Working, 
Definition, 89 
Reserves for, 340 
Capital Account, Items included in and 
excluded from, 344 
Capital Assets (See “Assets, Capital’’) 
Capital Expenditures, 
Additions to plant, 204, 254 
Buildings, 639 
Cash discounts on capital payments, 638 
Developments, 619 
Experimental work, 619 
Extensions, 641 
Improvements, 641 
Instalment due on contracts, 641 
Interest on income bonds outstanding dur- 
ing construction, 641 
Machinery, 642 
Overhead when concern builds own equip- 
ment, 637 
Real estate, 638 
Repairs and renewals, 587, 589 
Salaries of managers during construc- 
tion, 642 
Sinking-fund instalments, 698 
Surplus earned prior to purchase of 
capital assets, 637 
Verification, 635-643 
Capital Receipts, Premium on capital stock, 
634 
Capital Stock, (See also ‘‘Dividends’’) 
Assessments on, 253, 319 
Auditor’s certification, limited, 319 
Balance-sheet audit, 317-328 
Calls, 253 
Convertible, contingent liabilities on, 304 
Definition, 323 
Discount on, 142 
Donated, proceeds from sale of, 327 
No-par value stock, 246, 323, 324, 444, 


645 
Patents acquired in exckange for, valua- 
tion, 223 


Preferred, 322 
Agreement, 797 
Default on retirement, 339 
Premium on redeemable, 634 
Reserves for retirement, 338 


Capital Stock—(Continued) 


Preferred— (Continued) 
Sinking-fund instalments, 280 
Verification, 322 

Premiums on, 328, 634 
Dividends from, 649 

Public records, scrutiny of, 320 

Sold to employee, statement on balance- 
sheet, 118 

Stamp tax, 322 

Subscriptions to, 

Forfeited, 326 
Uncollected balances, 132 
Subsidiary’s, 399 
Transfer of, 325 
Treasury stock, 
Carried at cost, 244 
Definition, 244 
No-par value, 246 
Not an investment security, 133 
Proceeds from sale of, 327 
Repurchased, 327 
Unissued, 247 
Unpaid, valuation in case of, 207 
Valuation, 207 
Verification, 320 
Capital Surplus, 329, 443 
Capitalization, 

Of earnings, 235 

Renewals, 68r 
Cash, (See also ‘‘Cash Deposits’’) 

Adjustment of balances by subsequent 
transactions, 105 

Auditor’s responsibility for, 95 

Balance-sheet audit of, 94-105 

Book, falsification of, 543 

Branch accounts, 657 

Branch working funds, verification, 98 

In bank, 

Liens on, 104 
Verification, 99, 534 

In foreign countries, valuation, 103 

In transit, verification of, 105 

Internal check, 70 

Memoranda, 97 

On hand, verification, 94 

Payments, F 
Checks for all, 546 
Internal check, 70 
Postings, 546 
Verification, 545 

Petty, 

Branch office, 74 
Imprest system, 585 
Internal check, 70 
Verification of, 96 
Vouchers, 584 

Receipts, 

Daily banking of, 70 
Deposits in transit, 543 
Detailed listing, 70 
Internal check, 70 
Verification, 542-545 
When not deposited, 542 
Verification of, 94-105 


Cash Audit, Nature of, 63 
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“Cash Deposits, 
As security, 126, 556 
As liabilities, 288 
For containers, 219 
When not current assets, 141 
Cash Discount (See “Discount, Cash’’) 
Cash Registers, 
Depreciation, 729 
Internal check through use of, 76 
Cashier, 
Access to individual ledgers and custom- 
ers’ statements not permitted, 70 
Bonding of, 36 
Internal check of petty cash by, 70 
Cement, Inventory of, 165 
Certificates, 460-468 
Balance-sheet giving effect to new financ- 
ing, 464 
By borrowers to balance-sheets when used 
as basis for credit, 465 
Forms, 461-466 
Charitable organizations, 463 
Notary’s, 465 
Qualification of, 467 
Statutory, 465 
Unqualified, meaning of “‘audited’” in, 4 
Use of phrase “in our opinion” on, 
466 
Certified Accounts, 
As basis for bank loan, 34 


Indorsed by American Bankers’ Asso- 
ciation, 35 
Certified Public Accountants, Statutory 


requirements, I1 
Change Funds, Verification, 98 
Charts, Graphic, 421-428 
Check System, Internal, 
Auditing department, 
68 
Auditor’s criticism of, 67 
Bank balance, 70 
Branch office accounts, 74 
Cash, 70 
Payments, 70 
Remittances, 67 
Check payments, 70 
Collettions, 73 
Customers’ accounts, 73 
Details of, 69-77 
Employees, rotation of work, 74 
Inadequate, 524 
Inventory of stock, 74 
Invoices, 
For purchases, 71 
For sales, 72 
Mechanical devices for, 75 
Pay-roll, 73 
Purchase invoices, 71 
Purchases, 580 
Remittances, 69 
Requisitions, 71 
Sales invoices, 72 
Satisfactory, what constitutes, 67 
Stock records, 74 
Transportation charges, 71 
Vacations, 74 


67-77 
use of work of, 


INDEX 


Checks, (See also ‘‘Vouchers’’) 
Accounting for, 536 
All payments by, 546 


As evidence of payment, 576, 578 
For invoices, internal check, 72 
Forged, 538, 540 


Indorsements, 541 
Internal check, 70 
Must be deposited, 532 
Not returned, 536 
On petty-cash account, scrutiny of, 98 
Outstanding, 99, 102 
Payments made by, internal check, 70 
Pay-roll, indorsement, 598 
Post-dated, 128, 540 
Scrutiny of check book, 100 
Stubs, 535 
Use of corporate check by officer, 532 
Verification, 532 
Chemical Industry, Depreciation, 729 
Chemical National Bank, 
Balance-sheet, form, 819 
Financial statement, form, 819-822 
Profit and loss statement, form, 
822 
Chemicals, Inventory of, 166 
Claims, Unliquidated, payable, 285 
Clerks, 
Financial condition, 594 
Relations between, 525 
Schedule of, 49 
Client (See ‘Auditor, Client and’’) 
Collateral (See ‘‘Cash Deposits,’’ “‘Hypothe- 
cation’’) 
Collection Charges, Verification, 604 
Collections, 
Expenses, 
Allowance for, 131 
As accrued liabilities, 107 
Falsification of receipts, 553 
Internal check of, 73 
Not recorded, 553 
Confirmation of 
559 
On account of collateral notes, 128 
Commercial Paper (See ‘‘Accounts,” ‘‘Dis- 
counts,” ‘‘Drafts,’’ ‘‘Notes’’) 
Commissions, 
Payable, 284 
Prepaid, when current assets, 141 
Salesmen’s, 596 


820- 


outstanding accounts, 


Commitments, For future delivery, 305- 
308 

Compensation, (See also ‘Fees,’ ‘‘Sal- 
aries’’) 


Auditor, 42, 43 
Directors, 763 
Competition, As factor of sale of business, 
498 
Complete Audits, Defined, 5 
Condition of Affairs, Value of audit in 
showing, 32 
Confectionery Trade, Depreciation, 729 
Confidential Information, Auditor must 
not use, 14, 476, 481 
Congress of Accountants, Committee on 
depreciation, 688 


INDEX 


Consignments, 
Balance-sheet audit, 108 
Charges to consignor, 555 
Contracts, 554 
Goods received on, 271, 552 
Goods, sent out on sale, 553 
In inventory, 145 
Insurance on, 554 
Profits on goods sold, 366, 555 
Unsold, not accounts receivable, 109 
Verification, 553 
Consolidated Balance-Sheet, 
Advances to subsidiary, 116 
Bonds, subsidiary’s, 392 
Book values, adjustment, 397 
Capital stock of subsidiary, 399 
Form, 391, 823 
Guarantee of dividends, 4o1 
Guarantees of subsidiaries’ 
401 
Intercompany accounts, 391 
Investments, 393 
Majority interests shown on, 396 
Minority interests shown on, 393-396 
Rediscounts, 390 
Requirement of, reasons for, 391 
Stock owned by subsidiary, 393 
Surplus of subsidiary, 399 
Consolidated Income Account, 401-405 
Accounts, grouping of, on, 402 
Comparative statements, 405 
Dividends, 402 
Earnings, 403 
Foreign currencies, 403 
Gross income, 402 
Losses of subsidiary, 404 
Consolidations, Earned surplus in case of, 
334 
Constituent Company, Definition, 798 
Construction (See ‘Building Construc- 
tion’’) 
Containers, 
Cash deposits for, 219 
Depreciation, 730 
Inventory of, 161, 219 
Refunds for return, 219, 59% 
Valuation, 219 
Contingent Assets (See ‘Assets, Contin- 
gent’’) 

Contingent Fees, 43 
Contingent Liabilities 
Contingent’’) 
Contingent Reserves (See “Reserves, Con- 

tingent’’) 

Contractors, Liabilities, 288 

Contracts, (See also ‘Future Deliveries’) 
Depreciation, 730 
Instalments due on, 641 
Investigation of, 505 
Reserves for accrued losses on, 505 
Unfulfilled, as contingent liabilities, 305 
Verification of, - 448 

Control (See ‘Check System’’) 


386-401 


obligations, 


(See ‘Liabilities, 


Controlling Accounts (See “Accounts, 
Controlling’) 
Copies, Photostat, use of, 55 
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Copyrights, 
Depreciation, 730 
Royalties, 505 
Valuation, 224 
Corporate-Franchise Taxes, Value, basis 
for, 207 
Corporations, 
Directors, liability of, 253, 763-770 
Minute books, 310 
Cost, 
Allocation of, work in process inventory, 
157 
As basis for depreciation, 683 
Average, 
Determination of, 184-187 
Different lots at different prices, 186 
Specific purchases on hand, 185 
United States Treasury’s attitude, 187 
Determination of, difficulty of, 184 
Different lots purchased at different prices, 


186 
Direct labor as, 65 
Information, sources, 65 


Interest not an element of, 196-199 
Of production, items excluded from, 156 
Replacement, 187 
Definition, 188 
Reproduction, 187 
Specific purchases on hand, 185 
“Standard,” when used for inventory, 
160 
Valuation at, 187 
Valuation below, 180 


Cost Accounting, Auditor’s training in, 
10 

Cost Audit (See “Cost System, Audit 
of”) 

Cost or Market, Valuation of inventories 
at, 182-187 


Cost System, 
Adequate, what constitutes, 66 
Audit of, 64 
Value of, 156 
Cotton Mills, Inventory, 174 
Coupons, Bond,. Verification of unmatured, 


134 

Cracker and Biscuit Industry, Deprecia- 
tion, 723 

Credit, 


Extension of (See also ‘‘Loans’’) 
Type of audit desired, 6 
Credit Managers, Co-operation 
tors, 6 
Value of audit for, 34 
Credit Reports, (Forms), 
American Bankers’ Association, 807-810 
American Exchange Irving Trust Com- 
pany, 811-818 
Bradstreet Co., 829 
Chemical National Bank, 819 
Comparing assets and liabilities, 80x 
Dun, R. G. & Co., 831 
Federal Reserve Board, 802-806 
National Association of Credit Men, 824- 
826, 828 
Creditors (See “Accounts Payable’) 


with audi- 
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Credits, For allowances and returns, 590 
Crude Oil, Inventory of, 168 
Currency, Foreign, conversion of, 403 
Current Assets (See ‘‘Assets’’) 
Current Liabilities (See ‘“‘Liabilities’’) 
Customers, 
Accounts (See ‘Accounts Receivable’’) 
Advances by, inventory of, 163 
Credits allowed (See ‘‘Allowances’’) 
Ledger, 70, 72 (See also ‘‘Accounts Re- 


ceivable’’) 
Lists of, as basis for goodwill valuation, 
236 


Customs Duties, 
Goods in bond, 284 
Verification, 604 


D 


Dairy Industry, Depreciation, 730 
Damages, 
Investigation of, 502 
Negligence of auditor, 13-16, 25, 39, 80 
Payable, 286 
Recovery for negligence, 
audit in, 38 
Debts, (See also ‘‘Accounts Receivable’’) 
Directors’ liability for, 765 
Discharged at less than face amount, 
saving on, 334 
Due from affiliated company, 115 
Due from officers or employees, 117 


advantages of 


Due stockholders, subordination on _ bal- 
ance-sheet, 261 
Funded (See ‘‘Liabilities, Long-Term’’) 
- Subordinated, 262, 441 
Decedent, Dividends received by estate, 
651 
Deductions, 
From gross income, 355, 360, 366, 368 


Income account, 377-383 
Defalcation, (See also ‘‘Embezzlement’’) 
Definition, 596 
Deferred Charges, 613-625 
Advances for fixture expenses 
Advertising expense, 621 
Allocation of, 613-616 
Bond discount, 617 
Doubtful items, 619 
Expenses to obtain future business, 621 
Instalment accounts, 121, 123, 342, 642 
Investigation of, 490 
Organization expenses, 620 
Pre-paid items, 140 
Taxes on undeveloped property, 616 
Unusual, 622-625 
Mail-order house, 623 
Oil wells, 623 
Sugar mill, 622 


as, 102 


Deferred Payments (See “Instalment 
Plan’’) 

Deficiency Account, Form, 517 

Departmental Profits, Income account, 
371 

Depletion, (See also ‘‘Depreciation’’) 


Calculation of, 249 
Fixed assets, basis of valuation for, 201 


INDEX 


Depletion— (Continued) 
Mines, 177, 250, 699 
Oil and gas wells, 703 
Timber land, 177, 251, 704 
Wasting assets, 248-252 
Deposits as Security (See 
posits’’) 
Depreciation 
Accrued, plant assets, 208 


“Cash De- 


Advertising, signs for, 748 
Allowances, (See also below under ‘‘Re- 
serves’’) 


Investment of, 698 
Sinking fund differentiated from, 697 
Appreciation not offset to, 501 
As operating expense, 687 
Assets, Already fully depreciated, 680 
Fixed, 210 
Intangible, 692 
Automobiles, 220, 722, 753 
Bakeries, 722 
Bases for, various, 690 
Biscuit and cracker industry, 723 
Book plates, 723 
Books, business and professional, 724 
Brick plants, 724 
Buildings, 725-729 
Demolished, 728 
Erected on leased land, 214 
Under construction, 728 
Canning industry, 729 
Cash register, 729 
Causes, 677 
Chemical industry, 729 
Computation, 693-697 
Fixed percentage method, 695 
Production methods, 696 
Sinking-fund method, 696 
Confectionery trade, 729 
Congress of accountants, 
688 
Containers, 730 
Contracts, 730 
Copyrights, 224, 730 
Cost as basis, 683 
Cracker and _ biscuit 
Dairy industry, 730 
Decline in value not basis for, 684 
Deduction from gross income, 360 
Definition, 675 
Dependence upon life of enterprise, 
686 
Designs, 743 
Dies, 752 
Distilleries, 731 
Drawings, 743 
Electrotypes, 731 
Equipment, 216, 738, 739, 748, 753 
Oil and gas wells, 703 
Fertilizer plants, 731 
Fixed percentage method, 690 
Flasks, 731 
Fluctuation in value distinguished from, 
676 
Foundries, 732 
Furniture and fixtures, 732 
Gas plants, 733 


committee on, 


industry, 723 
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Depreciation— (Continued) 


Gasoline absorption plant, 740 
Goodwill, 226, 692, 733 
Hat factories, 733 
Horses, 220, 734 
Hotels, 734 
Improvements on leaseholds, 692 
Inaccurate treatment by financial writers, 
687 
Iron works, 734 
Jigs, 752 
Land, 212, 735 
Laundries, 736 
Leaseholds, 214, 692, 737 
Lithographing, 744 
Lumber yards, 738 
Machinery, 216, 681, 738 
Mill work, manufacturing of, 738 
Mining claims, patents, and equipment, 
739 
Models, 743 
Motion picture films, 739 
Of appreciated values, 685 
Oil and gas wells, equipment, 703, 740 
On income account, 377 
Operations of first year, 378 
Orchards, 741 
Paper manufacturers, 741 
Patents, 222, 742 
Patterns, 220, 743 
Perpetual privilege, 744 
Physician’s claims for, 745 
Plant assets, 208 
Printing, 744 
Production method, 690 
Public utilities, 688 
Publishers, 745 ' 
Railroad roadways, 745 
Railroads, 688 
Rate, 
Application of, 693 
Basis of, 682 
Factors influencing, 681 
Modifications of, 678 
Rate tables, 707-721 
Real estate, 212, 735 
Recognition of accounting principles by 
public commissions, 687 
Rehabilitation, 680 
Repairs, 680 
Reserves, 
Criticism of term, 314 
Sinking fund, 336 
Ships, 746 
Shoe manufacturers, 747 
Small tools, 748, 752 
Soap industry, 748 
Sprinkler system, 748 
Stable equipment, 748 
Straight-line basis, 679 
Taxicabs, 748 
Telephones, 749 
Textile industry, 750, 751 
Timber industry, 704 
Timberland, i 
Basic valuation for computation in tax 
matters, 705-706 


Depreciation— (Continued) 


Tire industry, 745 
Tools, 748, 752 

Small, 218 
Typewriters, 753 
Useful life as factor, 686 
Wagons, 220, 753 
Wasting assets, 699-705 
Wells, oil and gas, 740 
Woodcuts, 731 
Wood-working industry, 753 


Designs, Depreciation, 743 
Detailed Audit, 


Accounts receivable, 628 
Accrual method used, 526 
Allowances, credit for, 590 
Assets, 627-635 
Balance-sheet audit distinguished from, 
520 
Bank account, 533-542 
Building lots sold, 571 
Buildings, 639 
Capital expenditure, 635-643 
Cash discounts, 557 
On capital payments, 638 
Cash payments, 545 
Cash, petty, 584 
Cash receipts, 542 
Checks received, 532 
Clerks, investigation of relations between, 
525 
Collections not recorded, 558 
Completed audit, 521 
Consignments, 553 
Continuous audit, 521 
Contributions, 573 
Credit for allowances and returns, 590 
Deferred charges, 613-625 
Defined, 3 
Discount for prepayment, 567 
Dividends, 643-652 
Donations, 573 
Earnings, 525-546 
Expenditures, miscellaneous, 587-613 
Expenses, 525-546 
Extensions, 641 
Fraud in receipts, 547 
Future deliveries, 553 
General principles, 520-525 
Goods out on memorandum, 553 
Goods received for sale, 554 
Improvements, 641 
Income, 547-573 
From corporation’s own securities, 572 
From investments, 562-566 
From sales, 548-562 
Miscellaneous, 566-573 
Instalments due on contracts, 641 
Interest, 
On income bonds outstanding during 
construction, 641 
On loans for construction, 640 
Receivable, 563 
Interim, fraudulent tampering with, 522 
Inventories, 631 
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Detailed Audit—(Continued) 
Investments, 
Income from, 562-566 
Of institutions, 631 
Ledger, verification, 527 
Liabilities, 627-635 
Machinery, 642 
Notes payable, 632 
Notes receivable, 630 
Protested, 630 
Original records for, 548 
Overhead when concern 
equipment, 637 
Partner’s withdrawals, 633 
Payments made, 575-587 
Petty cash, 584 
Preferred by credit grantors, 6 
Prior period, auditor’s responsibility, 526 
Progress letters, 521 
Purchase invoices, 578 
Purchase records, 529 
Purpose of, 61 
Real estate, 638 
Realizations from items, 
charged to income, 569 
Renewals, 587 
Rents receivable, 565 
Repairs, 587 
Returns, credit for, 590 
Sales, 548-562 
Not delivered, 555 
Of building lots, 571 
Records, 530 
Services and other charges billed in ad- 
vance, 571 
Surplus earned prior to purchase of capi- 
tal assets, 637 
Test and scrutiny, auditing by, 523 
Time devoted to each class of work, 
528 
‘Time for making, 521 
Trial balance, 626 
Vouchers, 575-587 
Wages and salaries, 592 
Development Costs, Oil and gas wells, 
702 
Dies, Depreciation, 752 
Directoxs, 
Compensation, 763 
Declaration of dividends by, 644 
Duty of, 
Knowledge of accounts, 769 
Liability of, 253, 763-770 
Criminal, 767 
Dealings with company, 764 
For debts, 765 
Improper dividends, 766 
Right to inspect books, 767 
Special negotiations by, 764 
Use of corporate checks by, 532 
Discount, 
Bond, 
As deferred charge, 617 
Unamortized, 618 s 
Capital stock, 142 


builds own 


previously 


Discount—(Continued) 


Cash, ’ 
Deduction from accounts receivable, 
106, I13 


For prepayments, 567 
In inventory, 148 
On capital payments, 638 
On income account, 382 
On returned goods, 569 
Rates, 567 
Reserves for, 106 
Verification, 557 
Vs. trade, 382 
Corporation’s own bonds purchased at, 
$72 
Federal Reserve requirements, 390 
Notes payable, 276 
Notes receivable, 130, 296 
On capital stock, 142 


Special, 

Deduction from accounts receivable, 
rane} 

To employees, 118 

Trade, 


On income account, 382 
Verification, 568 
Vs. cash, 382 

When current asset, 141 


Dishonesty, Employees, classification, 595 
Distilleries, Depreciation, 731 
Dividends, 


Accrued but not yet declared, 318 
American Malting Company, i191, 556, 
766 
Capital as source, 648 
Declaration of, 383, 643 
Declared, as liability, 647 
English Companies Act, 384 
Extra, premium on redeemable preferred 
stock as, 634 
Guaranteed, 4o1 
Holding company’s, 402 
Improper, 
American Malting case, 766 
Liability of directors, 766 
Interborough-Metropolitan Co., 651 
“Melons,” 644 
No-par value stock, stock dividends on, 
645 
Paid, 
From capital surplus, 330 
From net income, 383 
From premiums paid on par-value capi- 
tal stock, 649 
From realization of wasting assets, 
650 
From surplus, 330 
From surplus arising from appreciation, 
501 
From surplus arising from sale of 
capital assets, 647 
Payment, 
Forced, 384 
Though deficit exists, 651 
Verification, 643 
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Dividends—( Continued) 
Preferred, 644 
Accumulated unpaid, 442 
Unpaid, 322 
Received by decedent’s estate, 651 
Rescission, 340 
Reserves for, 340 
Stock, 325, 644 
From subsidiary, 645 
No-par value stock, 645 
Subsidiary’s, 401, 403 
Unclaimed, 290 
Unpaid, 341, 442 
Preferred stock, 322 
Drafts, (See also ‘‘Acceptances’’) 
Collection, 124 
Outstanding, reasons for, 125 
Pledged, 126 
Sold, contingent liability on, 303 
Drawings, 
Depreciation, 743 
Valuation, 220 


Dun, R. G. & Company, Financial state- 


ment, form, 831 


E 


Earned Surplus, 333 


Earnings, (See also ‘“‘Income Account,” 


“Revenue Profits’’) 
As basis of goodwill value, 230 


Before deduction of interest, use of term, 


360 

Capitalization of, 235 

Current, items not, 502 

Detailed audit of, 525-546 

Foreign subsidiaries,, taxable, 283, 403 

Net, use of term, 351 

Subsequent, factor of goodwill, 234 
Educational Work, For employees, 597 
Electric Power, Pooling of, 309 
Electrotypes, 

Depreciation, 731 

Valuation, 221 
Embezzlement, 

Accounts receivable, 109, 112 

Definition, 595 

Investigation of, 79, 503 

Pay-roll, padding of, 427 
Employees, 


Advances to, treatment on balance-sheet, 


DOW. 07, 
Bonding of, 5, 36, 593, 503 
Dishonesty by, classification, 595 
Fraud by, auditor’s liability, 13, 39 


Payments of money to, evidence of, 


74 


Profit-sharing plans, amounts payable un- 


der, 285 
Special discount to, 118 


Stock sold to, statement on _ balance- 


sheet, 118 
Transfer of, 74 
Vacations, 74 
Welfare work for, 597 
English Companies Act, 384 


English Language, Auditor’s training in, 9 


Equipment, 
Depreciation, 738 
Mine, 739 
Office, typewriters, 753 
Stable, 748 
Idle, 603 
Mines, depreciation, 7or 
Oil and gas wells, depreciation, 703 
Valuation, 216 
Errors, 
Clerical, 27, 30 
Detection of, 26-30, 506 
In postings, 27 
Memoranda of, 55 
Of commission, 29 
Of omission, 28 
Of principle, 27 
Offsetting, 30 
Estate, Decedent’s, dividends received by, 
651 
Ethics, 
American Institute of Accountants, rules, 
17 
Auditor’s, 17, 52 
Misleading advertisements, 418 
Reports, restrictions on use, 417 
Examinations (See “Investigations’’) 
Excess Profits Tax, Influence on balance- 
sheet, 32 
Expenditures (See “Capital Expenditures’’) 
Expense Account, Audit of, 72 
Expenses, 
Accrued, on income account, 380 
Applicable to income, 286 
Collection charges, 604 
Current, patent development costs, 224 
Customs duties, 604 
Decrease in, 490 
Deferred charges, 613-625 
Detailed audit, 525-546 
Discounts, 383 
Express charges, 610 
Freight charges, 610 
“Graft.* 612 
Idle time and equipment, 603 
Insurance premiums and coverage, 606- 
609 
Interest charges, 604 
Investigation of, 490 
Legal, 612 
Payable, 284 
Ordinary and necessary, excessive com- 
pensation not, 229 
Organization, 620 
Goodwill distinguished from, 237 
Not fixed assets, 201 
Postage, 611 
Prepaid, 287 
Profit-sharing plans, 600 
Repairs and renewals, 586 
Royalties, mines, 609 
Sales, future, 556 
Salesmen’s, 5096 
Commissions, 596 
Traveling, 284, 5096 
Verification, 525-546 
Wages,. 597 
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Expenses—(Continued) 

Welfare work, 597 

Workmen’s compensation insurance, 603 
Experimental Work, Expenditure for, 619 
Export Sales, 

Accounting, 124-126 

Income account, 367 
Express, Verification, 610 
Extensions, As capital expenditure, 635 


F 


Factors, Advances by, inventory of, 162 
Failures (See ‘‘Bankruptcy’’) 
Fair Value, As basis of valuation, 207 
Federal Reserve Board, 

Attitude toward certified accounts, 34 


Balance-sheet audit recommendations, 
771-795 

Balance-sheet, forms, 802-806 
Recommendations, 


For audit procedure, 51 
Inventories, 156 
Fees, 
Auditor’s, 42 
Contingent, 43 
Directors’, 763 
Payable, 285 
Fertilizer, Inventory of, 168 
Fertilizer Plants, Depreciation, 731 


Fidelity Bonds, Advantages of audit to 
secure, 36 
Fidelity Bonds for Employees, Stock- 
brokers’ clerks, 5 
Files, For working papers, 56 
Financial Statements, 
Forms, 
American Bankers’ Association, 807- 
810 
American Exchange Irving Trust Com- 
pany, 811-818 


Bradstreet Company, 829 
Chemical National Bank, 819 
Comparing assets and liabilities, 801 
Dun, R. G. & Company, 831 
Federal Reserve Board, 802-806 
National Association of Credit 
824-828 
Instalment sales, 122 
Financing, Balance-sheets 
fect to new, 448-459 
Finished Goods, Inventories of, 158 


Men, 


which give ef- 


Fire Insurance, Furniture and fixtures, 
219 
Fire Loss, 
Adjustment, advantages of audit in, 35 


Collections for, 355 
Reserves for, 343 
Verification of, 213 
Fiscal Period, Definition, 799 
Fixing for convenience of 
196 
Fixed Assets (See “Assets, Fixed’’) 
Fixtures, 
Depreciation, 732 
Partnership accounts, 673 
Valuation, 218 


inventory, 
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Flasks, Depreciation, 731 
Footings, Verification, 527-546 
Forecasts, Auditor’s responsibility for mak- 
ing, 480, 493 
Foreign Branches (See under ‘Branches 
Accounts’’) 
Foreign Currency, Valuation, 101 
Forgery, 
Definition, 474 
Indorsements on checks, 576 
Foundries, Depreciation, 732 
Fraud, (See also “Manipulation of Ac- 
counts,’ “Misappropriation’’) 
Accounts receivable, 530 
Analysis of, 547 
Auditor’s precautions against, 13 
Bank accounts, 533-554 
Cash book, tampering with, 543 
Cash discounts, 557 
Cash payments, 547 
Cash receipts, 542, 547 
Customers’ accounts, postings to, 544 
Definition, 595 
Detection of, 13, 24, 39 
False entries, 474 
Footings and postings, 544 
Forgery, 474, 576 
Interim audits, tampering with, 522 
Inventory understatements, 180 
Methods, 547 


Notes payable, unrecorded, 275 
Purchases, 529 
Sales, 548-562 
Under or overvaluation of assets, 254- 
259 
Freight, 
Allowance on, 284 
Charges, 
In inventory, 147 
Internal check, 71 
Outward, 611 
Payable, 284 
Verification, 610 
Funds, (See also ‘Reserves,’ ‘Sinking 
Fund’’) 
Balance-sheet audit, 238 
Title to, 238 
Furniture, 
Depreciation, 732 
In leased premises, 218 
Valuation, 121, 218 
Future Deliveries, 305-308 
As contingent liabilities, 305 
Cancellation of orders, 306, 373 
Income account, 372 
Income from sales, 373, 553 
G 
Gas Bills, Payable, 283 
Gas Plants, Depreciation, 733 
Gasoline, Absorption plants, depreciation, 
740 


General Audits, 
Going Value, 


Defined, 5 
Definition, 90 


INDEX 


Goods, (See also ‘Approval,’ ‘Consign- 
ments’’) 
Defective, liability for, 287 
Finished, 


Inventory of, 3158, 161 
Valuation, 161 
In bond, customs duties, 284 
In process, 154-158 
In transit, 
Inventory of, 162 
Title to, 162 
On consignment (See “‘Consignments”’) 
Credit for, 590 
For new season’s operations, 269 
Internal check, 71, 73 
Returned, 
Cash discounts, 569 
Credit for, 590 
Deductions for, 366 
For repair, 272 
For repair, inventory of, 164 
Sold under guarantee, liabilities for, 286 
Goodwill, 
Balance-sheet treatment, 440 
Business operated at loss, 235 
Carried at cost, 226, 227 
Created by company, 231 
Definition, 226 


Depreciation, 226, 692, 733 

Distinguished from organization expenses, 
237 

Laundry routes, 237 

Obsélescence, none, 227 

Payments in nature of, 227 


Purchased, 229, 230 
Retiring partner without interest in, 228 
Routes, as basis, 237 
Subscription lists as basis, 236 
Valuation, 
Auditor’s responsibility for, 230 
Earnings as basis, 230, 233-235 
Formula for determination, 232 
Methods suggested by United States 
Treasury, 232 
Net income chief factor, 236 
United States Board of Tax Appeals, 
on, 228 
Writing up of, 227 
“Graft,” 612 
Graphic Charts, 421-428 
Comparative statistics, value of, 426 
Good, essentials of, 421 
Statistical records, 427 
Types, 421-426 
Use of, 421 
Gross Earnings, 
Bad debts not deductible, 368 
Classification, 354 
Deductions, 355 
Bad debts, 368 
To determine net income, 356, 360, 361 
Returned goods, 366 
Definition, 354, 797 
Anvestigation of, 483 
On income account, 366 
Unrealized, accrual of, 355 
Verification, 483 
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Gross Sales, Definition, 355 
Ground Rents, Definition, 137 
Guarantees, As liabilities, 300 


H 


Hat Factories, Depreciation, 733 
Holding Company, 
Amounts due from subsidiary, 115 
Consolidated balance-sheet, 389-401 
Consolidated income account, 401-405 
Liability for indebtedness of subsidiary, 
392 
Rediscounts, 390 
Surplus, adjustment of, 400 
Home-Office Account, (See also ‘Branch 
Accounts’’) 
At foreign branches, 664 
Current, 664 
Honesty in Business, 47 
Horses, Depreciation, 734 
Valuation, 220 
Hotels, Depreciation, 734 
Hypothecations, (See also “Loans’’) 
Accounts receivable, 111 
Balance-sheet treatment, 441 
Current assets, 91 
Drafts, 126 


Improvements, 
As capital expenditure, 635 


Leaseholds, amortization, 692 
Depreciation, 737 
Income, (See also ‘Gross Earnings,” ‘Net 
Income’’) 


Taxable, saving on debt discharged at less 
than face amount, 334 
Income Account, 344-364 (See also ‘‘Con- 
solidated Income Account’’) 
Advances, 556 
Allowances, 367 
Anticipated profits, 369 
Bad debts, 368, 381 
Balance-sheet audit, 
Cash discounts, 557 
Cash receipts, 542-545 
Collections for fire losses, 355 
Collections not recorded, 553, 558-562 
Comparisons to be shown, 350 
Consignments, 366, 553 
Consolidated, 401-405 
Contributed surplus, 325 
Contributions, 573 
Deductions from gross income, 355, 360, 
366, 368 
Departmental profits, 371 
Deposits collected in advance, 556 
Depreciation, 377 
Detailed audit, 547-573 
Discounts, 
For prepayment, 567 
Trade, 382 
Dividends (See 
Donations, 573 
Earnings, from ordinary transactions, 355 


344-385 


“Dividends’’) 
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Income Account—(Continued) 
Expenses, 377-383 
Accrued, 380 
Export sales, 367 
Fire loss, 355 
Forms of, 346-350 
Fraud, 547 
Future deliveries, 305-308, 373, 553 
Good accounting practice, 345 
Goods, 
Out on memorandum, 553 
Received for sale, 554 
Gross income, 366 
Income, 
From corporation’s own issues, 572 
Miscellaneous, 573 
Net, 356-364 (See also “Net Income’’) 
Intercompany profits, 372 
Interest receivable, 563 
Investigations, 483-485 
Investments, 562-566 
Losses, 377-383 
Net income, 356-364 (See also ‘‘Net In- 
come’’) 
Obsolescence, 379 
Orders for future delivery, 305-308, 373, 
553 
Participations, 374 
Profit and loss account, 347 
Realization from items personally charged 
to income, 569 
Rebates, 367 
Rents receivable, 565 
Returned goods, 366 
Revenues, 365-376 (See also ‘‘Reyenue 
Profits’’) 
Royalties, 375 
Sales, 
Not delivered, 555 
Of building lots, 571 
Of capital assets, 374 
Of treasury stock, 327 
Verification of, 548-562 
Services and other charges billed in 
advance, 571 
Terminology in, 351 
Trading or manufacturing account, 347, 
348 
Trial balance as aid to verification, 552 
Turnover, 488 
Underwritings, 374 
Verification, 
In balance-sheet audit, 365-385 
In detailed audit, 547-573 
Work in progress, 369 
Income Tax, 
Deduction from gross income, 361 
Profits on instalment sales, 122 
Indorsements, 
Accommodation, as liabilities, 297 
Careless commitments, 298 
Checks, 
Forged, 576 
Scrutiny of, 577 
Verification, 541 
Forged, 541, 576 
Notes for outside ventures, 298, 563 


Indorsements— (Continued) 
Notes, verification, 633 
Pay-roll checks, 598 
Purpose of, 297 
Undisclosed, 298 
Information, 
Confidential, auditor muse not use, 14, 
481 
Sources of, trade data, 524 
Initial Surplus, 331 
Insolvency, Definition, 511 
Inspection of Books, Directors’ right, 767: 
770 
Instalment Plan, 
Accounts receivable, valuation, 121 
Allowance for loss, 123 
Building lots sold on, 571 
Contracts, instalments due on, 641 
Machinery purchased on, 642 
Depreciation, 218 
Reserves for unrealized profits, 342 
Treasury Department ruling, 122 
Institutions, Investments of, 631 
Insurance, 
Amount, 607 
Business, 137 
Changes in inventory, 147 
Co-insurance clause, 607 
Fire, furniture and fixtures, 219 
Insurance values, verification, 607 
Losses through lack of, 503 
On consignments, 554 
On lives of proprietors, 137 
Policies, as guides to title, o1 
Premiums, 
Coverage, and, 283, 606-609 
Payable, 283 
Unexpired, 141, 608 
Profits, investigation, 502 
Refunds, 608 
Self-insurance, 608 
Verification of payments, 606 
Workmen’s compensation, 603 
Interborough-Metropolitan Company, Divy- 
idend payments, 651 
Intercompany Profits, Income account, 
372 
Interest, 754-762 
Accruals, 279 
At date of bond purchase, 137 
Accrued, 
Balance-sheet treatment of, 132 
Investments, 564 
Bank account, 501, 564 
Bonds, unit period, 761 
Charges, verification, 604 
Classification, 756 
Compound, 756 
Computation, 
Factors, 754 
Merchants’ rule, 755 
United States rule, 755 
During construction, 640 
From investments, 563 
Machinery purchased on deferred pay- 
ments, 218 
Mortgages, unit period, 761 


INDEX 849 


Interest— (Continued) 
Not an element of cost, 196-199 
On deposits, investigation, sor 
On income bonds outstanding during 
construction, 641 
On loans for building construction, 640 
On partial payments, 755 
Payable, 276, 279 
Payments, 
To partners, 634 
Verification, 605 
Prepaid, as current asset, 140 
Principle as factor of computation, 754 
Rates 757.) ° 
Notes, 567 
On securities, 565 
Simple, 756 
Time of running, 757-762 
Banks, 757 
Business concerns, 759 
New York Clearing House, 759 
New York Stock Exchange, 759 
Stock-brokers, 759 
United States Treasury rulings, 760 
Unit period, 760 
Bonds and mortgages, 761 
New York law, 761 
United States Treasury rulings, 760, 761 
Interim Audit, 521 
Internal Audits, 68 
Internal Check System (See “Check Sys- 
tem, Internal’’) 
Interstate Commerce Commission, Ruling 
on depreciation, 687 
Inventory, 
Advances, 
By customers, 164 
By factors, 162 
Agricultural machinery, 164 
Automobiles, repossessed, 164 
Bailments, 163 
Balance-sheet audit, 143-199 
Branch accounts, 659 
Buying from hand-to-mouth, effect on, 
196 
By-products, 160 
Canned goods, 165 
Cement, 165 
Chemicals, 166 
Consignments, 145 
Containers, 161, 219 
Cost system as aid to valuation, 156 
Cotton mills, 174 
Crude oil, 168 
Detailed audit, 631 
Export sales as, 124 
Federal Reserve Board recommendations, 
156 
Fertilizer, 168 
Finished goods, 158 
Fiscal year, fixing for convenience of, 
196 
Fluctuations, reserves for, 343 
Goods, 
In process, 154-158 
In transit, 162 
Returned for repair, 164 


Inventory— (Continued) 


Internal check, 74 

Investigation, 492 

Market price, definition, 90 

Mineral products, 177 

Perpetual, 74 

Physical, procedure, when supervised by 
auditor, 153 

Preliminaries for audit of, 50 

Principles, 179-199 

Raw materials, 153 

Repair parts, 160 

Reserves, definition, 315 

Retail stores, 170-174 

Securities as stock-in-trade, 137 

Standard costs, when used, 160 

Supplies, 160 

Terminology on balance-sheet, 196 

Textiles, 174-177 

Timber, 177 

Tools, 218 

Turnover, 488 

Valuation, 89, 143-178 
American Malting Co. case, i191 
At cost or market whichever is lower, 


182-187 

At less than either cost or market, 
180 

At market if market is higher thar 
cost, 189 


At reproduction cost, 187 

At selling price, 192 

General rules, 143-164 

Procedure, 144-153 

Variations in methods, 195 
Value as criterion, 190 
Verification, 144-153, 631 

Rules for verifying quantities, 144 
Woolen mills, 175 
Work in process, 154-158 
Writing down of, 183 
Writing up of, American Malting Co. 

case, 191 


Investigations, 469-519 


Assets, valuation, 472 
Audits differentiated from, 3, 469, 472 
Bankruptcy, 517 
Books and records, 
False entries, 474 
Marking of, 473 
Details which may be omitted, 472 
Earnings, 500 
Instructions from clients, 470 
Purpose of, 470 
Receiverships, 508-517 
Report wanted, definite, 474 
Sale of business, 478-508 
Accounting system, new, 499 
Accounts, status of, 481 
Actions at law, 504 
Adjustments and qualifications, 504 
Advertising, 490 
Analysis, not audit, required, 482 
Appreciation of assets, 501 
Capital requirements, 494 
Competition as an element, 498 
Contingencies, 480 
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Investigations—(Continued) 
Sale of business—(Continued) 
Contracts, 505 
Damages for condemnations, 502 
Deferred charges, 490 
Earnings and expenses, 
Economies forecast, 493 
Elimination of unusual items, 500-504 
Embezzlements, 503 
Errors in books, 506 
Expenses, 490 
Extraordinary items, 
Fixed assets, 490 
Forecasts, 493-499 
Fraud in sales, 487 
Future contracts, 505 
Future economies, 493 
Future requirements, 493 
Gross income, 483 
Income from assets not taken over, 
501 
Insurance profits, 502 
Interest on deposits, 501 
Inventories, 492 
Lawsuits, 504 
Leases, 491 
Losses not covered by insurance, 503 
Management, 497 
Net income, 484 
Orders of public service commissions, 
506 
Partners’ salaries, 504 
Period after closing date, 488 
Period covered, 482 
Profits on fluctuations of raw materials, 
489 
Public service corporation’s orders, 506 
Requirements, 479-482 
Requirements, future, 493-499 
Reserves excessive, 502 
Royalties, 505 
Sale of assets, 501 
Sales, 487 
Special losses or expenses, 502 
Taxes, 505 
Turnover, 488 
Use of prior audits, 472 
Working papers, 471 
Investment of Funds, 
Depreciation, 698 
Surplus, 328 
Investments, 
Balance-sheet audit, 132-140 
Building and loan stock, 136 
Call loans, 136 
Classification, 132 
Ground rents, 137 
Insurance on lives of proprietors, 137 
Interest receivable from, 563 
Liberty bonds, 136 
Low interest bearing, 565 
Of institutions, 631 
Permanent, 240 
Valuation, 241 
Property, undeveloped, 616 


483-493 


500-504 
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Investments— (Continued) 
Securities, 
Used as stock-in-trade, 137 
Which are not investment 
133 
Stock of wholly owned subsidiary, 135 
Temporary, 139 
Verification, 133 
Invoices, 
Deductions, 
Purchases, 
Internal check, 72 
Verification of, 578, 583 
Sales, internal check, 71 - 
Suppressed, 268 
Verification of in inventory, 145 
Irish Woolen Mill Co., Ltd., vs. Tyson 
and others, 583 
Iron Works, Depreciation, 734 


A) 


Jigs, Depreciation, 752 
Journal, Vouchers, verification of, 585 
Judgments, 279 


securities, 


trade discounts, 382 


K 


Kingston Cotton Mills Company, 148 


L 
Labor, 
Direct, 
As cost, 65 
Method of reporting, 65 
Indirect, as overhead, 65 
Timekeeping, system, 65 
Land, 


Acquired by gift, valuation, 213 
Building lots, sale of, 571 
Depreciation, 735 
Valuation, 211 
Land and Development Companies, Fixed 
assets, 222 
Laundries, Depreciation, 736 
Law, 
Auditor, 
As witness, 475-478 
Knowledge of, by, 9, 277 
Decisions concerning auditors, 12-17 


Lawsuits, (See also ‘“‘Damages’’) 
Investigation of, 504 
Leaseholds, 


Amortization, 692 
Cash deposit to secure, 126 
Depreciation, 737 
Furniture and fixtures in, 218 
Improvements, amortization, 692 
Investigation, 491 
Valuation, 214 
Leases, Investigation of, 491 
Ledger, 
Creditors, balancing, 72 
Customers, 70, 72 (See also 
Receivable’’) 


“Accounts 
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Ledger—( Continued) 
Individual, not acessible to cashier, 70 
Verification, 527 
Legal Expenses, 284, 504, 612 
Accounts payable, 266-271 
Liabilities, 
Accrued, 264, 266 
Collection expenses as, 107 
Adjustments, 272, 287 
Against accounts receivable, unrecorded, 
108 
Annuities payable, 290 
Audit fees, 285 
Auditor’s position on, 262 
Balance-sheet audit, 260-312 
Bonds issued, 278, 635 
Capital, distinguished from, 261 
Certificate that all have been recorded, 
291 
Claims, unliquidated, 286 
Classification of, 263 
Commissions, 284 
Consignment, goods received on, 271 
Contingent, 292-312 
Acceptances, 301 
Agreements, 310 
Bank acceptances, 304 
Capital stock convertible into bonds, 
304 
Classification, 263, 293 
Contracts, 305-308, 310 
Created after date of balance-sheet, 
295 
Definition, 293 
Drafts sold, 303 
Future deliveries, contracts for, 305- 
308 
Guarantees, 300 
Indorsements, 297 
Losses due to default, 293 
Minute book as source of information, 
310 
Notes receivable discounted, 296 
Orders of regulatory bodies, 309 
Primary obligations, 293 
Salesmen’s misrepresentations, 301 
Secondary obligations, 293 
Sources of loss, 294 
Stipulations regarding securities issued, 


t 


308 

Unfulfilled contracts, 305 
Contractors, 288 
Current, 

Branch accounts, 663 

Classification, 263, 264 

Definition, 300, 798 

Ratio to current assets, 87 
Customs duties, 284 
Damages, 286 
Debts, subordinated, 253, 763-770 
Deposits, 288 
Detailed audit, 627-635 
Determination of, 260 
Discounts, 270 
Dividends, 

Declared, 647 

Unclaimed, 290 


Liabilities— (Continued) 


Employees’ profit-sharing plans, 285 
Expenses, 
Applicable to income, 286 
Legal, 284 
Traveling, 284 
Fixed, branch accounts, 664 
Freight, 284 
Gas bills, 283 
Goods, 
Defective, 287 
Received for new season’s operations, 
269 
Received on consignment, 271 
Sold under guarantee, 286 
Insurance premium, 283 
Interest payable, 279 
Interest rate on, 276 
Inventory of, 261 
Invoices, suppressed, 268 
Items, 
Irregular, 268 
Suppressed, 268 
Judgments, 279 
Legal expenses, 284 
Long-term, 263, 265 
Mortgages, 276 
Notes payable, 272-276 
Verification, 632 
Pensions payable, 285 
Premium on insurance, 283 
Prepaid subscriptions, 287 
Profit-sharing plans, 285 
Rent, 283 
Sinking-fund payments, 280 
Subscriptions, prepaid, 287 
Taxes, 280-283 
Tests for verifying, 269 
To trade creditors, 267-271 
Trading stamps, 288 
Traveling expenses, 284 
Trust certificates, 442 
Wages, 283 
Water rates, 283 


Liberty Bonds, 136 
Library, Books, depreciation, 724 
Liens, 


Assets, subject to, 440 
Balance-sheet treatment, 440, 441 
Disclosure of, methods of, 441 
Interest on, 279 

On current assets, 91 

On real estate, 210 

Trust receipts, 93 


Life Insurance, Proprietor’s life, 137 
Liquidating Partnerships, 666-674 
Lithographing, Depreciation, 744 
Loans, (See also ‘‘Advances’’) 


Bank, 
Certified accounts as basis for, 32 
Information required, 264 
Rules governing, 265 
Value of audit for, 34 
Call, verification, 136 
Collateral, 92 
For outside ventures, 563 


852 


Loans—(Continued) 
Interest on, 
Verification, 563 
To officers, 279 
To partners, 262 
Losses, 
Contingent, sources of, 294 
Fire, Z 
On buildings, 213 
Reserves for, 343 
Not covered by insurance, 
503 
On instalment accounts, 123 
Subsidiary’s, 404 


investigation, 


Lumber (See ‘‘Timber’’) 
Lumber Yards, Depreciation, 738 

M 
Machinery, 


Depreciation, 218, 681, 738 
Obsolescence, 216-218, 683 
Partnership accounts, 673 
Purchased on instalment plan, 642 
Depreciation, 218 
Rented, 218 
Royalties for use, 218, 643 
Valuation, 216, 673 
Machines (See ‘“‘Cash Registers,” 
lating Machines’’) 
Mail, Incoming, internal check, 69 
Mail Order House, Deferred charges, 623 
Maintenance, Of plant assets, 205, 587 
Management, Reflection on balance-sheet, 


“Tabu- 


33 
Manipulation of Accounts, 
Detection of, 25 
Subsequent to interim audit, 522 
Market Price, 
Definition, 90, 182, 
Valuation at, 189 
Market Value, Definition, 89, 206 
Materials, 
Handling of, 579 
Issued, method of reporting, 66 
Mechanical Devices, For internal check, 
a5 
Melons, Definition, 645 
Memoranda, 55, 56 
Memorandum Books, 
of, 549 
Mergers, 
Earned surplus in case of, 334 
Intercompany profits, 372 
Mill Work, Manufacturing of, depreciation, 
e738 
Mineral Products, Inventory, 177 
Mines, 
Balance-sheet audit, 250 
Depletion, 177, 250, 699 
Depreciation of claims, patents and equip- 
ment, 739 
Depreciation, of equipment, 7o1 
Development costs, 251 
Royalties, 609 


184, 188 


Sales, examination 


INDEX 


Minority Interests on Consolidated Bal- 
ance-Sheet, 393-396 
Minute Book, Inspection of, 310 
Misappropriation, 
Definition, 595 
Detection of, 25 
Models, Depreciation, 743 
Mortgages, 
Balance-sheet audit, 276 
Bonds secured by, 242 
Interest, 
Unit period, 761 
Verification, 563 


Law, 277 
Motion Picture Films, Depreciation, 739 
N 
National Association of Credit Men, 
Financial statement, form, 824-828 
Negligence, 
Auditor’s liability for, 14, 16, 38, 80 
Director’s liability for, 191 
Trish Woolen Mill Co. v. Tyson and 
others, 583 
Kingston Cotton Mills Co., 148 
Of banks, 536 
Of bank depositor, 540 
Net Current Assets, Definition, 798 
Net Earnings, Use of term, 351 
Net Income, 
Available for dividends, English law, 


384 
Available for interest, what constitutes, 


360 
Blue-sky laws, 363 
Carried to surplus, 383 
Computation, for tax purposes, 107 


Deductions, 363 
Rebates, 106 
Definition, 352, 356-360 
By accountants, 360 
Economic, 357 
Legal, 357 
Determination of, 107, 316, 356 
Depreciation deducted before, 360 
Taxes deducted before, 360 
Disposition of, 383 
Auditor’s position on, 385 
Dividends paid from, 383 
In profit-sharing arrangements, 357 
Investigation, 484 
Prior periods, adjustment of, 363 
Prior to incorporation, 362 
Relation to price fixing, 363 
Taxes to be deducted before 
360 
Use of term, 352 
Verification, 484 
Net Sales, Definition, 355 
Net Worth, Of firm, definition, 317 
New York Clearing House, Interest, time 
calculation, 759 
New York Stock Exchange, 
Interest, time calculation, 750 
Requirements, 497 


stating, 


INDEX 


No-Par Value Stock, 
Balance-sheet treatment, 444 
Stated value, 323, 324 
Stock dividends on, 645 
Treasury stock, 246 
Verification, 323 


Notes, 
Indorsements, verification, 633 
Retirement, reserves for, 335 


Notes Payable, 
Balance-sheet audit, 272-276 
Classification, 272 
Concealment of, 275 
Confirmation requests, 273 
Detailed audit, 632 
Discounted, 276 
Unrecorded, 633 
Verification, 632 
Notes Receivable, 127-131 
Acceptances, distinguished from, 129 
Accommodation indorsements, 297 
Allowance for bad, 127 
Collection expenses, 131 
Balance-sheet audit of, 127-131 
Balance-sheet treatment, 438 
Bank acceptance issued against deposit 
of customers’, 129 
Branch accounts, 658 
Classification, 127 
Collateral, collections on account of, 128 
Demand, verification, 128 
Detailed audit, 630 
Discounted, 130, 296 
Dishonored, 129 
In cement industry, adjustments, 166 
Interest accrued on, 132 
Interest rate, 567 r 
Not due within one year, 118 
Overdue, 129 
Partial payments, 128 
Protested, 630 
Subsequently paid, 129 
Secured, 128 
Subsidiary’s, discounted, 297 
Valuation, 89, 127 
Verification, 630 


O 

Obsolescence, 

Machinery, 216, 217 

None on goodwill, 227 

Of buildings, 380 

On income account, 379 

Patents, 222 

Provisions for, 683 

Reserves for, 342 

Uncertainty of, 380 
Office Building, Depreciation, 727 
Officers of Company, 

Debts due from, 117 

Use of corporate check by, 532 
Oil, Crude, inventory of, 168 
Oil and Gas Wells, 

Balance-sheet audit, 252 

Deferred charges, 623 

Depletion, 703 

Development costs, 702 
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Operating Expense (See “Deferred 
Charges,”’ ‘‘Depreciation’’) 
Operating Statements, Instalment sales, 


122 
Options, Cash deposits to secure, 126 
Orchards, Depreciation, 741 
Orders, 
Books, inspection, 269 
Internal check, 71 
Orders of Regulatory Bodies, 309 
Organization Expenses, 620 
Goodwill distinguished from, 237 
Not fixed assets, 201 


_ Outside Ventures, Loans for, 563 


Overdrafts on Bank Account, 102 
Overhead, 
Allocation of, 
156 
Concern building own equipment, 637 
Indirect labor as, 65 
Items excluded from, 156 
Overvaluation, 254-259 


P 


Paid-in Surplus, 332 
Paper, For audits, 54 
Paper Manufacturers, Depreciation, 741 
Parent Company (See “Affiliated Com- 
panies’’) 
Participations, 
Partnerships, 
Accounts, 666-674 - 
Miscellaneous considerations, 674 
Accounts receivable, 672 
Adyantages of audits to, 35 
Agreements, 666-671 
Rules as to accounts, 
Capital, verification, 317 
Contracts, profit or loss on, 673 
Interest paid to partners, 634 
Inventories, 672 
Investigation on behalf of retiring part- 


work-in-process inventory, 


Income account, 374 


667-670 


ner, 671-674 

Limited, subordinated debts, 262 
Loans between partners, 262 
Machinery, 673 

Partners, 


Powers and liabilities, 670 
Retiring, no in-erest in goodwill, 228 
Profit and loss, apportionment of, 673 
Salaries, of partners, investigation, 504 
Special conditions, 671 
Withdrawals by partner, verification, 633 
Patents, 
Acquired in exchange for capital stock, 
valuation, 223 
Amortization, 742 
Appreciation, 222 
Cash value, 223 
Depreciation, 222, 742 
Development costs, 224 
Litigation, 504 
Mining, depreciation, 739 
Royalties, 218, 643 
Service life of, 742 
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Patents—(Continued) 
Treasury Department rulings, 223 
Valuation, 222 
Patterns, 
Depreciation, 743 
Valuation, 220 
Payments, (See also ‘Capital Expendi- 
tures,’ “Cash Payments,’’ ‘‘Expenses”’) 
Certified bills as evidence, 578 
Checks as evidence, 576, 578 
In nature of goodwill, 227 
Pay-roll, 
Accrued wages, 283 
Checking of time reported with, 66 
Deductions from, 592 
Internal check, 73 
Padding of, 427 
Verification, 592 
Vouchers, 583 
Pensions, 
Payable, 285 
Reserves, 342 
Petty-Cash Fund, 
Branch office, 74 
Imprest system, 585 
Internal check, 70 
Verification, 96 
Vouchers, 70, 584 
Photostats, Use of, 55 
Physician, Claims for depreciation, 745 
Plant, Book value, determination of, 204 
Plant Accounts, Analysis of, 202-205 
Plant Assets, (See also ‘“‘Repairs’’) 
Additions, 
Capitalization, 204 
Concealment of, 254 
Depreciation, 
Accrued, 208 
Of appreciated values, 208 
Renewals, 205 
Reproduction value, new, 208 
Valuation, 202-205 
Pooling, Of electric power, 309 
Postage Stamps, Verification, 140, 611 
Postings, 
Bookkeeping machines in use, 70 
Cash, 
Discounts, 557 
Payments, 545 
Customers’ accounts, 544 
Errors in, 27 
Nominal accounts, 544 
Purchase records, 529 
Sales records, 529 
Verification, 527-546 
Preferred Stock, 
Agreement, 797 
Premium on redeemable, 634 
Retirements, 338, 339 
Sinking-fund instalments, 280 
Verification, 322 


Premiums, 
Dividends from, 649 
On capital stock, 328, 634 
Prepaid Items, As current assets, 140, 
287, 438 


INDEX 


Price, 
Market, definition, 90, 182, 184, 188 
Sales, definition, 188 
Selling, inventories, 192 
Price Fixing, Relation to net income, 363 
Principal, Definition, 754 
Printing, 
Book plates, 723 
Depreciation, 744 
Electrotypes, depreciation, 731 
Privilege, Perpetual, Depreciation, 744 
Professional Ethics (See ‘‘Ethics’’) 
Profit and Loss, Apportionment, partner- 
ships, 673 
Profit and Loss Account, Form, 794 
Profit and Loss Statement, Chemical Na- 
tional Bank, Form, 820-822 
Profit-Sharing Plans, 
Advantages and disadvantages, 602 
Amounts payable under, 285 
Distribution of earnings, 601 
Net income in case of, 357 
Variations, 600 
Verification, 600-603 
Profits, (See also ‘‘Revenue Profits’’) 
Anticipated, work in process, 369 
Available for dividends, 384 
Definition, 359 
Insurance, 502 
Intercompany, 372 
Undivided, 333 
Unearned, American Malting Co., 190 
Unrealized, reserves for, 342 
Progress Letters, 521 
Property, (See also “Land,” ‘‘Leaseholds,” 
“Real Estate’’) 
Statement, form, National Association of 
Credit Men, 824-826, 828 
Undeveloped, taxes on, 616 
Proprietors, Insurance on lives, 137 
Public Accountant, 
Auditor distinguished from, 10 
Definition, legal, 10 
Statutory requirements, 11 
Public Service Corporations, 
tions of, 506 
Public Utilities, 
Contracts and agreements, 310 
Depreciation, 688 
Orders of regulatory bodies, 309 
Value of audits to, 38 
Publishers, 
Book plates, depreciation, 723 
Depreciation, 745 
Electrotypes, depreciation, 731 
Purchases, (See also ‘Accounts Payable,” 
“Future Deliveries’’) 
Hand-to-mouth, effect on inventory, 196 
Internal check system, 580 
Invoices, internal check, 71 
Of business, investigation for, 478-508 
Order and receiving books, inspection of, 
269 
Records, verification, 529 
Returned, 591 
Verification, 550, 578-583 
Purchasing Department, Test of, 579 


Investiga- 
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R 


Railroads, Depreciation, 688, 745 
Raw Materials, 
Fluctuations, profits on, 489 
inventory of, 153 
Real Estate, 
As capital expenditure, 638 
As security for bonds, 243 
Building lots, sale of, 571 
Carrying charges, 212 
Classification of, on balance-sheet, 211 
Depreciation, 212, 735 
Detailed audit, 638 
Liens on, 210 
Rents from, 283, 565 
Special assessments, 639 
Title to, 210 
Unimproved, 
Taxes on, 616 
Carrying charges, 212 
Valuation, 210-216 


Real-Estate Agents, Rents receivable from, 


565 
Rebates, 


Accounts receivable, deduction of, 106, 


272 
On income account, 367 
Receipts (See ‘‘Accounts 


as, Iu2 
Receivership, 
Accountant’s duties, 509 


Auditor, general suggestions for, 510- 


517 
Balance-sheet, preliminary, 509 
Investigations, 508-517 
Receivers in bankruptcy, 508 
Receivers in equity, 508 

Records, 


Auditor’s preliminary inquiries concern- 


ing, 49 
False entries, 474 
Marking of, 473 
Recoveries, Bad debts, 381 
Refunds, 
Insurance, 608 
Taxes, 253 
Rehabilitation, Depreciation for, 680 
Remittances, Internal check for, 69 
Renewals, 
Capitalization, 681 
Necessitated by inadequacy, 589 
Verification, 587 
Rent, 
For machines, 218 
Payable, 283 
Receivable, 
From real-estate agents, 565 
List of property, 565 
Reorganizations, 
Goodwill, valuation, 234 
Taxes on sale of capital assets, 282 
Valuation in, 207 
Repair Parts, Inventory of, 160 


Receivable,” 
“Cash,’”’ ‘“‘Checks,” “Income Account’’) 
Receivables, Amounts due from employees 


Repairs, 


Depreciation for, 680 
To plant assets, determination of, 205 
Verification, 587 


Replacements, 


Cost, 187 
Reserves for, 342 
Verification, 587 
Reports, 406-431, (See also ‘Investiga- 
tions’’) 
Auditor’s certificate, 410 
Canadian requirements, 419 
Comments, 
As to system and methods, 415 
On application of funds, 411 
On variation in net profit, 411 
Compulsory, 418 
English, requirements, 418 
Graphic charts, 421-428 
Information, type required from, 408 
Items omitted, 416 
Limitations, 420 
Mechanical preparation, 428-431 
Misleading advertisements founded on, 
418 
Place for writing, 407 
Promptness in presentation, 407 
Reconciliations, 416 
Requirements, 410 
Restriction on client’s use, 417 
Scope, 409 
Typical, characteristics of, 429 
Verification of items on, 410 
Watermarked paper, 429 


Reproduction Cost, Plant assets, 208 
Requisitions, 


Control of, 66 
Internal check, 71 


Reserves, 


Accrued losses on contracts, 505 
Accrued or contingent liabilities differen- 
tiated from, 314 
“‘Allowance,’’ use in place of, 315 
Bad debts, 32, 296, 368 
Balance-sheet audit, 313-317 
Balance-sheet treatment, 445 
Cash discounts, 106 
Contingent, accrued liabilities as, 107 
Credited back to surplus, 336 
Depreciation (See ‘Depreciation Re- 
serves’’) 
Dividends, 340 
Excessive, 254-259, 680 
Fire losses, 343 
Inventory fluctuations, 315, 343 
Investment of, 240 
Obsolescence, 342 
Pensions, 342 
Replacements, 342 
Reservations of surplus, 315 
Retirement of preferred stock, 338 
Retirement of securities, 335-340 
Secret, 254-259, 680 
Arguments in support of, 256 
Auditor’s position on, 258 
Creation of, 254-259 
Excessive depreciation as source, 680 
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Reserves—(Continued) 
Taxes, 281 
Transferred to surplus, 336 
Unrealized profits on instalment saies, 
342 
Use of term, 313 
Valuation adjustments differentiated from, 
314 
Working capital, 340 
Retail Stores, Inventories, 170-174 
Retirement Provision (See ‘Depreciation, 
Allowance for’’) 
Returned Goods, 
Cash discounts, 569 
Credits for, 590 
Deductions for, 366 
Internal check, 72 
Revenue Profits, 
Allowances, 367 
Appreciation in value of assets, 376 
Bad debts not deductible from, 368 
Consignments, 366 
Departmental profits, 371 
Export sales, 367 
Future deliveries, 372 
Intercompany profits, 372 
Ordinary transactions only as, 367 
Participations, 374 
Rebates, 367 
Returned goods, 366 
Royalties, 375 
Sale of capital assets, 374 
Underwritings, 374 
Work in process, 369 
Revenue Statement (See 
count’’) 
Routes, As basis of goodwill, 237 
Royalties, 
Income account, 375 
Investigations, 545 
Machinery, use of, 218, 643 
Mines, 609 


“Tncome Ac- 


s 


Salaries, 
Partners’, investigation, 504 
Verification, 592 
Sales, (See also 
stalment Plan’’) 
Advances, 556 
Cash, verification, 549 
Deposits, 556 
Export, 
Accounting, 124-126 
Income account, 367 
Future delivery (See 
ies” 
Future expenses of, 556 
Gross, definition, 355 
Investigation of, 487 
Invoices, 
Deductions from, 382 
Internal check, 72 
Suppressed, 268 
Verification, 145 
Net, definition, 355 


“Consignments,”  ‘In- 


“Future Deliver- 


INDEX 


Sales— (Continued) 
Of business, 
Advantages of audits in, 38 
Investigation for, 478-508. (For 
entries see “Investigations’’) 
Records, 
Importance of original, 548 
Verification, 529 
To agencies, balance-sheet audit, 108 
Verification, 548-562 
Tests, for; 551 
Sales Price, Definition, 188 
Salesmen, 
Commissions, 596 
Misrepresentation by, 301 
Schooners, Depreciation, 747 
Scows, Depreciation, 748 
Scrutiny, Definition, 524 
Secret Reserves, 
Creation of, 254-259 
Excessive depreciation as source, 680 
Securities, (See also ‘Investments”’) 
As stock-in-trade, 137 
Auditor’s responsibility for, 95 
Blue-sky laws, 363 
Investment, 132-140 
Issue of, stipulations, 308 
New financing, 448-459 
Out for transfer, verification, 133, 134 
Retirement, reserves for, 335-340 
Selling Price, Inventory at, 192 
Service Charges, Billed in advance, 571 
Ships, Depreciation, 746 
Shoe Manufacturers, Depreciation, 747 
Signs, Advertising, Depreciation, 748 
Sinking Fund, 
Definition, 239 
For retirement, 
Of bonds, 697 
Of securities, 335 
Payments, 280 
Reserves for, 336 
Small Tools, Depreciation, 748, 752 
Soap Industry, Depreciation, 748 
Sprinkler System, Depreciation, 748 
Stable Equipment, Depreciation, 748 
Stamp Taxes, Capital stock, 322 
Stamps, Postage, verification, 140 
Statement of Affairs, Form, 514 
Statements, 
Customers’, 
Not accessible to cashier, 70 
Preparation, 561 
Financial (See ‘‘Balance-Sheet,”’ 
cial Statements,’ ‘‘Profit 
Statement’’) 
Property, National Association of Credit 
Men’s, form, 824-826, 828 
Stationery, For audits, 54 
Statistics, 
Business, use by auditor, 480 
Comparative, value of, 426 
Stock (See ‘Capital Stock’’) 
Stock-Brokers, Bonding of employees, 5 
Stock Dividends, 325, 644, 645 


full 


“Finan- 
and Loss 


INDEX 


Stock-in-Trade, (See also “Tnventory’’) 
Accounts, verification, 549 
Records, internal check, 74 
Securities as, 137 
When not current asset, 140 

Stock Transfer, Tax, 282 

Stockholders, 

Debts due to, 261 
Protection by audit, 36 
Stores, (See also ‘Inventory,’ 
Trade’’) 
Retail, inventories, 170-174 
Subscription List, As basis for goodwill 
valuation, 236 

Subscription Record, Verification, 531 

Subscriptions, Prepaid, 287 

Subscriptions to Capital Stock, 
Forfeited, 326 
Uncollected balances, 132 

Subsidiary Companies (See 

Companies’’) 
Sugar Mill, Deferred charges, 622 


“Stock-in- 


“Affiliated 


Supplies, Inventory of, 160 

Surety Bonds for Employees, 5, 36, 503, 
593 

Surplus, 


Analysis of, 329 
Appropriated, 334-343 
Dividends, 340 
Fire losses, 342 
Inventory fluctuations, 342 
Obsolescence, 342 
Pensions, 342 
Replacements, 342 
Retirement of bonds, 335 
Retirement of securities, 335-340 
Retirement of preferred stock, 338 
Sinking-fund reserves, 336 
Unrealized profits on instalment sales, 
342 
Working capital, 340 
Arising from appreciation, 501 
Balance-sheet audit, 328-343 
Balance-sheet treatment, 444 
Capital, 329, 443 
Dividends paid from, 330 
Classification, 329 
Contributed capital 
325 
Current, 334 
Earned, 333 
In case of mergers, 334 
Prior to purchase of capital assets, 
637 
Initial, 331 
Investment of, 328 
Nature of, 328 
Net, definition, 352 
Net income carried to, 383 
Not a fund, 329 
Paid-in, 332 
Definition, 329 
Reappraisals as source, 443 
Reservations of (See ‘‘Reserves”’) 
Reserves, credited back to, 336 
Revaluations as source of, 332 


differentiated from, 
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Surplus— (Continued) 
Sale of capital assets as source, dividends 
from, 647 
Subsidiary’s, 399 
T 
Tabulating Machines, Internal check 


through use of, 76 
Tangible Assets (See “Assets, Tangible,” 
“Assets, Fixed Tangible’’) 
Taxes, 
Accrued, 280 
Capital stock, 322 
Deduction from gross income, 360 
Earnings of foreign subsidiaries, 283 
Franchise, 280 
Income, 280 
Investigation of, 505 
Overdue, interest on, 279 
Payable, 280-283 
Property, undeveloped, 616 
Real estate, 211 
Refund claims, 253 
Reserves for, 281 
Stock transfer, 282 
Taxicabs, Depreciation, 748 
Telephones, Depreciation, 749 
Test, Definition, 523 
Test and Scrutiny, Auditing by, 3, 13, 523 
Textile Industry, Depreciation, 750, 751 
Textile Mills, Inventory, 174-177 
Timber Industry, Depreciation, 704 
Timber Land, 
Accessibility, 705 
Balance-sheet audit, 251 
Blocking up, 705 
Depletion, 177, 251, 704 
Depreciation, basic valuation for 
putation in tax matters, 705-706 
Quality of timber, 705 
Quantity of timber, 706 
Topography, 705 
Valuation, allocation of cost between land 
and timber, 705-706 
Time, Idle, 603 
Timekeeping, System of, 65 
Tire Industry, Depreciation, 745 
Title, 
Insurance policies as guides to, 90 
Trust receipts, | effect of, 93 


com- 


Tools, 
Depreciation, 748, 752 
Small, depreciation, 218 


Valuation, 218 
Trade Acceptances (See “Acceptances’’) 
Trade Accounts (See ‘‘Accounts Receiv- 
able’) 
Trade Creditors, Amounts due to, 267-271 
Trade Data, Sources of information, 524 
Trade Debtors, (See also ‘‘Customers’’) 
Accounts receivable due only from, 106 
Amounts due from, 107-115 
Definition, 107 
Trade Discounts (See ‘‘Discounts’’) 
On income account, 382 


858 


INDEX 


Trading Stamps, Liability for, 288 


Transportation Charges, 
71, 610 
Traveling Expenses, Payable, 284 


Internal check, 


Treasury Bonds, Balance-sheet audit, 247 


Treasury Stock, 
Balance-sheet audit, 244-248 
Carried at cost, 244 
Definition, 244 
No-par value, 246 
Not an investment security, 133 
Proceeds of sale, 327 
Repurchased, 327 

Tria! Balance, 


As aid in verifying income, 552 

Required by auditor, 50 
Trust Certificates, 442 
Trust Receipts, 93 
Tugboats, Depreciation, 747 
Turnover, Investigation of, 488 
Typewriters, Depreciation, 753 

U 

Undervaluations, 256, 258 
Underwritings, Income account, 374 
Undivided Profits, 333 
Unfinished Goods (See ‘‘Work in Proc- 


ess’’) 
United States Treasury Rulings, 
Average costs, 187 
Depreciation, 676, 746 
Goodwill, valuation, 232 
Gross income, 354 
Instalment sales, 122 


Interest, time calculation, 760, 761 


Inventories, valuation, 181 
Patents, valuation, 223 
Treasury stock, 327 

“Useful Life,’ Definition, 686 


Vv 


Vacations, 74 


Valuation, (See also “Appreciation,” ‘“De- 


preciation’’) 

Accounts receivable, 89, 107 
Branch customers, 659 
Outstanding, 109 
Overdue, 111 

Assets, 89 
Current, 89 
Fixed, 89, 201 
In investigations, 472 


Valuation— (Continued) 


Drawings, 220 
Electrotypes, 221 
Equipment, 216 
Fixed assets, 201 
Furniture and fixtures, 218, 221 
Going value, definition, 90 
Goodwill, 226-237 
Horses, 220 
Instalment accounts, 121 
Inventories, 89, 143-178. 
tries see ‘“‘Inventory’’) 
American Malting Co., case, 191 
Branches, 660 
Partnerships, 672 
Investments, permanent, 241 
Land, 211 
Land and development companies, 
assets, 222 
Leaseholds, 214 
Liberty bonds, 136 
Life insurance policies, 138 
Machinery, 216 
Market price, definition, 90 
Market value, definition, 89 
Mines, 250 
Notes receivable, 89, 127 
Overvaluation, 254-259 
Patents, 222 
Patterns, 220 
Plant assets, 202-205 
Real estate, 210-216 
Reappraisals, surplus from, 443 
Revaluations, 
As at March 1, 1913, 376 
As source of surplus, 332 
Securities used as stock-in-trade, 137 
Stock, 207 
Timber land, 705-706 
Tools, 218 
Undervaluations, 
Auditor’s position on, 258 
Limitations on, 256 
Reasons for, 256 
Secret reserves created by, 255 
Value, meaning of, 206 
Vehicles, 220 
Wagons, 220 
Wasting assets, 248-252 
Woodcuts, 221 


(For full en- 


fixed 


Value, 


As inventory criterion, 190 

Basis of, 33 

Fluctuation in, depreciation distinguished 
from, 476 


Liquidating partnership, 671-674 
Wasting, 248-252 
Automobiles, 220 


Basis, for depletion and depreciation, 
201 

Book value as basis for actual value, 202, 
206 

Buildings, 213-216 


Capital stock, 207 

Cash, in foreign countries, 103 
Containers, 219 

Copyrights, 224 

Current assets, at foreign branches, 660 


Vehicles, Valuation, 220 
Vessels, Depreciation, 746 
Vouchers (See also ‘‘Checks’’) 
Branch office, internal check, 74 
Cancellation, 587 
Certified bills as evidence, 578 
For payments, 
By check, 70 
Charged directly to expense account, 
583 
Journal, 585 
Missing, 583 


INDEX 


Vouchers— (Continued) 
Notes paid, 632 
Pay-roll, 583 
Petty-cash fund, 70, 584 
Postage, 611 
Preliminaries for audit of, 50 
Purchases, 578-583 
Selection for examinatior, 580 
Verification, 575-587 
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Wages, (See also “Pay-roll’’) 
Accrued, 283 
Payable, 283 
Payments in presence of witnesses, 74 
Unclaimed, 96 
Verification of, 597 
Vouchers for, 583 
Wagons, Etc., 
Depreciation, 753 
Valuation, 220 
Wasting Assets (See “Assets, Wasting,” 
“Depletion,” ‘‘Depreciation’’) 
Water Rates, Payable, 283 
Watermarked Paper for Report, 429 
Welfare Work, Expense of, 597 
Wells, Oil and Gas, 
Depletion, 703 
Depreciation, 703, 740 
Development costs, 702 
Valuation, 252 
“Will Call’? Accounts, 114 
Witnesses, 
Auditors as, 475-478 
Conclusions and opinions, 477 
Information not to be volunteered, 476 
Preparation, 475 
Testimony regarding own work only, 
476 


859 


Woodcuts, 
Depreciation, 731 
Valuation, 221 

Wood-Working Industry, Depreciation, 

753 
Woolen Mills, Inventory, 175 
Work in Process, 
Cost, allocation of, 157 
Estimates on, use on 
370 
Income account, 369 
On fixed percentage basis, on income ac- 
count, 370 
Overhead, adjustment of, 156 
Valuation when costs are declining, 161 
Working Assets (See ‘“Assets’’) 
Working Capital, 
Definition, 89 
Reserves for, 340 
Working Funds, 
Branches, 657 
Definition, 88 

Working Papers, 53-60 
Arrangement of, 53 
Binder, 56 
Filing, 56 
In investigations, 471 
Indexing, 56 
Memoranda, 55, 56 
Ownership, 57-60 
Photostat copies, 55 
Preservation of, 471 
Stationery, and supplies, 54 

Workmen’s Compensation Insurance, 603 


Y 


Year, Fiscal, Fixing for convenience of 
inventory, 196 


income account, 
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